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Partners and partnerships enter 


new tax world on January 1 


Drastic revision in taxation of partnerships is being made by the new tax law. 


by BenJAMIN HARROW 


New elections are 


necessary, basis calculations are changed, new fiscal-year rules make obsolete much tax thinking 


done heretofore. And an altogether new concept in taxation appears. 


This article explains in 


simple language how the new law will work, and what the taxpayer must do to take advantage of it 


S OME OF THE MOST SIGNIFICANT CHANGES made in the 

tax law by the new internal revenue code are 
found in the tax treatment of partners and partner- 
ships. Perhaps for that reason the effective date of the 
section of the code relating to partnerships generally 
has been deferred to taxable years beginning after De- 
cember 31, 1954. This will give taxpayers and their 
tax advisers an opportunity to study the changes be- 
fore they become effective and if they are found to be 
unacceptable, the code may be amended before the 
new provisions become operative. 


Partners subject to tax 


Like the previous code a partnership is not a taxable 
entity. It is still treated as an aggregate of individuals, 
the partners, and they are taxable in their separate 
and individual capacities. 


Income and credits of partners 


Each partner takes into account, in determining his 
income tax, his distributive share of the partnership 
income and he will consider separately the different 
classifications of income that are subject to special 
treatment under the code. That is the essence of the 
aggregate theory. The partnership is merely a conduit 
through which the income flows to the partners. There 
are nine classifications enumerated in Section 702: 

1. Short term gains and losses, 

2. Long term gains and losses, 

3. Gains and losses from sales of certain property, 
used in a trade or business, and involuntary conver- 
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sions (under 1939 Code referred to as 117(j) assets), 

4. Charitable contributions, 

5. Dividends entitling the partners to a 4 per cent 
credit against the tax; an exclusion of income of $50, 

6. Taxes paid or accrued to foreign countries, or to 
possessions of the United States, 

7. Partially tax exempt interest on United States 
obligations, 

8. Other items of income, gain, loss, deduction, or 
credit given special characteristics, for example, gam- 
bling gains, losses or non-business income, or loss 
which must be segregated in applying net operating 
loss provisions to the partners, and 

9. Taxable income or loss, exclusive of all the above 
classifications. 

Gross income of a partner includes his distributive 
share of the gross income of the partnership. This pro- 
vision is necessary in such situations as determining 
whether an individual partner should file a return or 
in determining the applicability of the statute of limi- 
tations where there has been an omission of 25 per 
cent of gross income. 

Partnership computations 


While the taxable income of a partnership is com- 
puted in the same manner as for an individual, the 
classifications of income that have special characteris- 
tics are to be stated separately. In addition, the follow- 
ing deductions are not allowed to the partnership: 

1. The standard deduction, 

2. The deduction for the taxpayer's personal exemp- 
tions, 
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3. The deduction for taxes paid to foreign countries 
and United States possessions, 

4. The deduction for charitable contributions, 

5. Net operating loss deduction, 

6. Itemized deductions for individuals, such as med- 
ical expenses, expenses for care of dependents, ali- 
mony payments, etc. 

All elections affecting the computation of taxable 
income shall be made by the partnership except the 
election to take a deduction or credit for foreign taxes 
paid. This election is to be made by each partner 
separately. 

The partnership agreement will determine each 
partner's distributive share of income, gain, loss deduc- 
tion, or credit of the partnership. As the code puts it, 
the agreement may provide for different treatment of 
the different classifications of the income. If the agree- 
ment is silent on this point, the distribution will be 
made according to the ratio of distribution for ordinary 
income (Section 702(a)(9).) While a different dis- 
tribution may be provided for different types of in- 
come, the code does have a provision that this must 
not be done with the purpose of avoiding or evading 
any tax. 


Contributed property 


An important provision is concerned with a partner's 
distributive share where a partner has contributed 
property. The problem arises because the basis of che 
property to the partner is usually lower than the fair 
market value when contributed to the partnership. 
The transfer to the partnership does not result in gain 
or loss to the partner, and the basis to the partnership 
remains the partner's basis. 

Under the code the general rule is that a partner’s 
distributive share of depreciation, depletion, or gain or 
loss with respect to such property shall be allocated 
as if the property had been purchased by the partner- 
ship. That means that the allocation of depreciation 
or gain upon sale among the partners will not take 
into account the effect on the partner who contributed 
the property. For example, assume that A and B form 
an equal partnership. A contributes property worth 
$1,000 with an adjusted basis of $400. B contributes 
$1,000 in cash. If the property depreciates at the rate 
of 10 per cent per annum, the partnership will have an 
annua: depreciation deduction of $40, and under the 
general rule each partner may deduct $20 in comput- 
ing his distributive share of partnership income. If 
the property were sold the next year for $900, the 
partnership gain would be $540 ($900 less the basis 
of $360). Each partner would have a capital gain of 
$270. 

However the partnership agreement may provide 
that depreciation, depletion, or gain or loss with re- 
spect to such contributed property shall be shared 
among the partners so as to take account of the varia- 
tion between the basis of the property to the partner- 
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ship and its fair market value at the time of contribu- 
tion. The Finance Committee gives the following illus- 
tration of how a distribution would be determined un- 
der such an agreement. (See JTAX, Sept. 54, p. 24. ) 

In the above partnership, B by contributing $1,000 
in cash has in effect purchased an undivided one-half 
interest in the property for $500. At an annual 10 per 
cent rate for depreciation B should be entitled to a 
deduction of $50 per year but since the partnership is 
allowed only $40 per year, the $40 is allocated to B 
and nothing would be allocated to A, the contributor. 

If the partners agree that upon a sale of the con- 
tributed property the portion of the proceeds attribut- 
able to the excess of its fair market value over its basis 
upon contribution shall result in gain to the contribut- 
ing partner then upon a sale for $900, the partnership 
gain of $540 would be allocated as follows: The orig- 
inal fair market value is $900 ($1,000 less deprecia- 
tion based upon this value). The difference between 
$900 and the basis of the property represents the por- 
tion of the gain to be allocated to A, in this case all of 
it. Any gain in excess of $540 would be divided equally 
between A and B. 

Depreciation, depletion, or gain or loss with respect 
to undivided interests in property contributed to a 
partnership shall be determined as though there was 
no partnership, unless the partnership agreement pro- 
vides otherwise. The rule applies only if all the partners 
had undivided interests in the property corresponding 
to their interests in the capital and profits. 

The new code limits the allowance to a partner of a 
distributive share of a partnership loss (including capi- 
tal loss ). It is allowed only to the extent of the adjusted 
basis of a partner's interest in the partnership. Any 
excess of such loss over the basis shall be allowed as a 
deduction at the end of the partnership year in which 
such excess is repaid to the partnership. Under the old 
code the entire loss was allowed as an ordinary deduc- 
tion regardless of the partner's capital interest in the 
partnership. 


Basis of partner’s interest 

A partner's interest in a partnership is a capital asset 
and any gain or loss on the sale or exchange of this 
interest is a capital gain or loss. 

This section of the law states that the basis of a part- 
ner’s interest consists first of his contributions to the 
partnership. This would be the cash plus the adjusted 
basis of any property contributed. The basis is then in- 
creased by the partner's share of taxable income includ- 
ing capital gains, his share of tax exempt income, his 
share of the excess of the deduction for depletion over 
the basis of the depletable property. The basis is also 
affected by a partner’s share of partnership liabilities. 
This is treated as a contribution in money. 

The basis is decreased by a partner's share of part- 
nership losses, but not below zero. It is also decreased 
by non-deductible partnership expenditures, and by 
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distributions from the partnership. Partners’ lia- 
bilities discharged by the partnership reduce the part- 
ner’s basis. 

The law provides that the Secretary shall prescribe 
regulations under which the adjusted basis of a part- 
ner’s interest may be determined by attributing to 
each partner a proportionate share of the total basis of 
the assets of the partnership. 


Taxable years of partner and partnership 


As under 1939 Code a partner will include partner- 
ship income for the taxable year of the partnership 
that ends within the taxable year of the partner. Be- 
cause of this rule it has been possible to defer a tax on 
partnership income for as long as eleven months. The 
new code attempts to close such a loophole by intro- 


ducing more rigid rules for adoption of a taxable year. 

A partnership may determine its own taxable year. 
But it may not change or adopt a taxable year that is 
different from that of all its principal partners unless it 
can satisfy the Secretary that there is a business pur- 
pose for the change. Nor may a partner change to a 
taxable year that is different from the partnership year 
unless he has a business purpose. 

A principal partner is defined as one having at least a 
5 per cent interest in partnership profits or capital. 

This section contains important provisions with re- 
spect to the closing of a partnership year, one of the 
areas of much confusion in the prior code. The general 
rule is that a partnership year does not end as a result 
of the death of a partner, the entry of a new partner, 
or the liquidation or sale of a partner's interest, unless 





SPECIFIC CALCULATIONS NEEDED to determine basis 
of a partner's interest under the new Code are out- 
lined for us by H. J. Harder, a CPA and partner in 
Alexander Grant & Company, New York. The basis 
of an interest in a partnership under Section 705, 
he says, is: 


1. The sum of the following: 

(a) Fora contributing partner, money and prop- 
erty contributed to the partnership, the property 
being included at the basis to the contributing 
partner at the time of contribution (Section 722). 
(b) For a partner who acquired his_ interest 
other than by contribution the basis of such in- 
terest according to manner of acquisition (by 
purchase, from a decedent, by gift, etc.) and the 
basis applicable thereto under the Code, includ- 
ing subsequent contributions of money and 
property (Section 742, 1011, 1022). 

(c) Partner’s distributive share for current and 
prior taxable years of taxable income of the 
partnership; partnership income exempt from tax; 
excess of partnership deductions for depletion 
over the basis of the property to the partnership. 


2. Minus the sum of the following for current and 
prior tax years: 


(a) Distributions by the partnership—amount of 
money or basis of property to the partner (infra). 
(b) Losses of the partnership. 

(c) Expenditures of the partnership not deduct- 
ible in computing taxable income and _ not 
properly chargeable to capital account. 


3. Leaving a balance which represents the basis of 


the partner's interest. However, the Code pro- 
vides that a partner’s basis cannot be less than 
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zero. This limitation is effected by either of: 

(a) The partner's distributive share of losses is 

limited to the extent of the basis of his interest at 

the end of the partnership year in which the loss 

occurred (Section 704(d). 

(b) The application of the remaining basis of the 

partner's interest to property received in a dis- 

tribution by the partnership as discussed in the 
succeeding section. 

Under certain circumstances, to be prescribed by 
regulations, an alternative rule may be applied in 
determining the basis of a partner's interest by refer- 
ence to the partner's proportionate share of the ad- 
justed basis of partnership property. 





Basis of property received 


In respect to the reduction of the basis of part- 
ner’s interests, for property received by the partner, 
the following rules apply according to the circum- 
stances of such distribution (Sections 733 and 732): 

1. For distributions other than in complete liqui- 
dation of the partner's interest, the property shall 
be taken into account according to the basis to the 
partnership immediately prior to such distribution, 
limited to the remaining basis of the partner's in- 
terest after reduction for any money received in the 
same transaction. 

2. For distributions in liquidation of a partner’s 
interest, the basis of the property to the partner 
shall be equal to the remaining basis for the part- 
ner’s interest in the partnership after reduction for 
any money received in the same transaction. 

Thus, except in complete liquidation of the part- 
ner’s interest, the partner is governed by the part- 
nership’s basis of the property received. In complete 
liquidation, the property acquires the remaining 
basis of the partner's interest. 
































the partnership terminates. The partnership year does 


end where a partner sells his entire interest in a part- | 


nership, but only for that partner. It also ends for the 
partner whose interest is liquidated, but with respect 
to a partner who dies the year does not close prior to 
the end of the partnership’s taxable year. The last re- 
turn of the decedent partner will not include any part- 
nership income for the year of death. The decedent 
partner's share of partnership profits for -that year will 
be included in the return of the estate. Nor does the 
partnership year end with respect to a partner who 
disposes of less than his entire interest in the partner- 
ship. 


Transactions between partner and partnership 


Under the new code a partner may engage in trans- 
actions with a partnership other than in his capacity 
as a partner. He may buy property from the partner- 
ship, or sell property to it. He may render services to 
the partnership or the reverse. However, no deduction 
for a loss is allowed in a transaction between a partner- 
ship and a partner owning directly or indirectly more 
than 50 per cent of the capital interest, or profits inter- 
est, in the partnership. The same provision applies if 
the transaction is between two partnerships in which 
the same persons have more than a 50 per cent interest 
in the capital or profits. 

Where a loss is disallowed, any gain in a subsequent 
sale by the transferee will be recognized only to the 
extent that it exceeds the loss disallowed. That is the 
new rule governing losses between related persons. 

A sale of property which in the hands of the trans- 
feree is depreciable property, inventory or any non- 
capital asset will result in ordinary gain if the ‘sale is 
between a partnership and a partner owning 80 per 
cent of the capital or profits. The same rule applies if 
the sale is between two partnerships in which the same 
persons have an 80 per cent interest in the capital or 
profits of the partnerships. 

This section contains a new and important provision 
with respect to what is called guaranteed payments. 
Fixed salaries to partners who render services, payable 
without regard to partnership income, are taxable to 
the partner and deductible from gross income of the 
partnership. They will no longer be considered as part 
of the distributive share of partnership profits. The 
same treatment will be accorded interest on partner’s 

capital. It should be noted that these payments will be 
included in the partner's return for his taxable year 
within which the partnership year ends. 


Continuation of partnership 

In discussing taxable years of partners and partner- 
ship, mention was made of the significance of termina- 
tion of the partnership. Section 708 gives rules govern- 
ing continuation of a partnership. The law states that 
an existing partnership shall be considered as continu- 
ing if it is not terminated. It is considered as terminated 
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only if no part of any business, financial operation, or 
venture of the partnership continues to be carried on by 
any of its partners in a partnership or if within a 12- 
month period there is a sale of at least 50 per cent of 
the total interest in the capital and profits of the part- 
nership. 

Where two partnerships merge the resulting partner- 
ship is considered to be a continuation of the original 
partnership the members of which own an interest of at 
least 50 per cent in the capital and profits of the result- 
ing partnership. Where a partnership is divided into 
two or more partnerships, all are considered to be a 
continuation of the original partnership, unless any 
resulting partnership consists of partners who had an 
interest of 50 per cent or less in the capital and profits 
of the original partnership. 


Gain or loss on distribution 


When a partnership distributes property to a part- 
ner gain is recognized only to the extent that any 
money distributed exceeds the adjusted basis of the 
partner's interest in the partnership. A loss may be 
recognized if the distribution is in liquidation of a 
partner's interest and the property consists only of 
money, unrealized receivables, and inventory. The loss 
would be the excess of the adjusted basis of the part- 
ner’s interest over any money distributed and the basis 
to the partner of the unrealized receivables and inven- 
tory. The basis of the latter items would generally be 
the same as the basis to the partnership. The partner- 
ship itself realizes no gain or loss on such distribution. 

There are several exceptions to the above rules. One 
relates to payments to a retiring partner, or to a de- 
ceased partner's successor in interest. Such payments 
may be considered in part as a distributive share of 
income or they may be guaranteed payment for salary 
or interest. The other exception provides for the recog- 
nition of ordinary income to the partner to the extent 
that money or property is received from the partner- 
ship in exchange for the partner’s interest in unrealized 
receivables or inventory items of the partnership. 


Optional adjustment to basis 


The general rule is that the basis of partnership 
property is not affected as the result of a transfer of an 
interest in a partnership or on the death of a partner. 
However the partnership may elect to increase or de- 
crease the basis of partnership property by the dif- 
ference between the basis of the partnership property 
and the price paid for the interest in the partnership. 
This optional adjustment affects only the incoming 
partner. The Finance Committee report gives a num- 
ber of illustrations of how the basis adjustments would 
work. In effect there is a separate accounting for de- 
preciation, depletion, gain or loss for the incoming 
partner. This optional treatment is intended to treat 
each partner with scrupulous fairness, but a reading of 
the Finance Committee report as well as the Confer- 
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ence Report makes this optional treatment sound quite 
complicated. 

Section 752 of the new code provides the tax treat- 
ment where partnership liabilities are assumed by a 
partner or the reverse. Where a partner increases his 
individual liabilities by the assumption of a partnership 
liability the increase is treated as a contribution of 
money by the partner to the partnership. Likewise an 
increase in partnership liabilities is treated as a pro 
rata contribution by the partners. 

Conversely, a decrease in a partner's personal lia- 
bility through an assumption of such liability by the 
partnership is treated as a distribution of money to the 
partner. Similarly a decrease in partnership liability is 
a pro rata distribution to the partner. 

A transfer of property subject to a liability consti- 
tutes a transfer of liability of the owner to the extent of 
the fair market value of the property. 

In the case of a sale of a partnership interest lia- 
bilities are treated in the same manner as liabilities in 
connection with the sale of property. For example, if a 
partner sells his interest for $750 and also transfers his 
pro rata share of partnership liabilities of $250, the 
seller has realized $1,000 on the transaction. 


Definitions 


Some of the terms used in the partnership chapter 
are defined in Section 761. Partnership is defined to 
include a syndicate, group, pool, joint venture, or other 
unincorporated organization through which any busi- 
ness, financial operation, or venture is carried on, which 
is not a corporation, trust, or estate. The definition g goes 
that at the election of all the members of 
the partnership an unincorporated organization may 
be excluded from the provisions of the partnership 
section if it is operated for investment purposes only, or 
for the joint production, extraction, or use of property, 
provided the organization does not sell the property 
or services. Joint ventures engaged in mining and oil 
operations will thus be permitted to operate without 


on to state 


being taxable as partners. 

A partnership agreement includes any modifications 
made up to the time prescribed for the filing of the 
partnership return (not including extensions). Since 
the agreement or modifications do not have to be in 
writing, the sharing of profits and losses may be de- 
termined after the tax consequences are known. 


Effective dates 


The effective date of the partnership section gener- 
ally is the partnership taxable year beginning after 
December 31, 1954, and for the partner it is any part of 
a partner's taxable year falling within such partner- 
ship taxable year (Section 771 (a)(1)). The 1939 
Code applies to any partnership taxable year beginning 
before January 1, 1955, and any part of a partner's tax- 
able year falling within such period. 

The code provides a different effective date for the 


adoption of a taxable year by a partnership or partner 
The applicability of restrictions on the adoption or 
change of a taxable year is effective for a taxable year 
beginning after April 1, 1954, both for the partnership 
and any partner. Likewise the provisions relating to the 
continuation of a partnership are effective for taxable 
years beginning after April 1, 1954. 

The optional treatment of distributions to partners, 
except those made in liquidation of a partner's interest 
is available by election in the case of a partnership 
taxable year beginning after December 31, 1953, and 
before January 1, 1955. 


Election to be taxed as a corporation 


Not later than 60 days after the close of any taxable 
year of a proprietorship or partnership, the proprietor 
or all the partners owning an interest in an enterprise 
at any time on or after the first day of the taxable year 
may elect to be taxed as a domestic corporation for 
such year and subsequent years (Section 1361). 

To qualify the partnership must consist of not more 
than 50 individual members. Any member having more 
than a 10 per cent interest in profits or capital may not 
have a similar interest in any other partnership taxable 
as a corporation. No partner may be a nonresident 
alien or a foreign partnership. Capital niust be a mate- 
rial income producing factor, or at least 50 per cent of 
the gross income of the partnership must consist of in- 
come derived from trading as a principal, or from 
buying and selling real property, stock, securities or 
commodities for the account of others. 

Generally all the corporate provisions will be appli- 
cable to the partnership, except that a partner may not 
be considered an employee for purposes of the em- 
ployee’s pension trust provisions of Section 401(a). 
Each partner is considered a shareholder according to 
his interest. 

The election is irrevocable even as to a successor 
partnership. However, a change of ownership in any 
year in which the partners no longer own more than 80 
per cent of the partnership, results in a revocation of 
the election to be taxed as a corporation and a new 
election must be made. 

If the partnership has any personal holding company 
income it will be treated as income and deductions of 
the partners and excluded from the income of the part- 
nership. A distribution of such income will not be taxed 
as a dividend and if the income is not distributed it 
will be considered as paid in surplus. 

In computing taxable income of the partnership a 
reasonable deduction will be allowed for salaries to 
partners. 

A distribution other than one in liquidation is to be 
treated as a dividend. 

This all sounds as if a partnership would be better 
advised not to be something it essentially is not. Ex- 
cept for very special cases, if it wishes to be a corpora- 
tion why not organize as a corporation. (See also p. 37.) 
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Checklist for stockholder buy-outs 


with corporate funds under 1954. Code 


by Atvin D. Lurie 


in imaginative lax man can think of dozens of ways to allempt to avoid ordinary income 


in buying out a stockholder with corporate funds 


Here is an 





but not all of them are good. 


evaluation of some of the possibilities, a quick check-list of ideas, with reasons for conclusions 


| em IT HELPS TO HAVE a concrete set-up in mind 
when you are considering how to buy out a 
stockholder with corporate funds, let us assume these 
A and X are equal stockholders in A & X Co., 
Inc., a company having an earned surplus of $225,000 
above the capital of $100,000. Its balance sheet shows 
at least $200,000 in liquid assets exclusive of inventory 
and receivables. It is agreed that X will sell his in- 
terest to A for $200,000, to be paid out of corporate 
funds. This checklist will show the impact of the 1954 
Internal Revenue Code on the various available tech- 


tacts. 


niques. 

We say “File” here when we think the technique has 
possibilities in some circumstances; not a blanket go- 
ahead, but store to think more about when you have 
the problem. “Forget” means forget. No good. (Notes 
appearing at the end of the Checklist tell why. ) 

A. Dividend File: Forget 

1. A buys X’s stock and takes $200,000 
dividend to meet purchase price. : 


2. A buys X’s stock, but stock held in 
escrow and $200,000 dividend paid to X 
against purchase price. ; & 


3. A contracts to buy X’s stock, X retain- 
ing legal title pending payment of dividend 
to X against purchase price. : & 


File: Forget 


4. A and X each take $100,000 dividend 
and A buys X’s stock for $100,000. “ay 


B. Redemption 


5. Partial pro rata redemption and sale: 
A buys X’s remaining stock after pro rata 
redemption of $100,000 for each stock- 
holder. : X 


6. Sale in part followed by complete re- 
demption of balance: A buys one-half of 
X’s stock on deferred payments and balance 
of X’s stock is redeemed. X: 


7. Redemption in lieu of sale: all X’s 
stock redeemed after A contracts to buy but 
before he effects purchase. — 7 


8. Redemption after sale: A acquires all 
X’s stock on deferred payment contract, and 
then surrenders stock to corporation in con- 
sideration of its discharge of purchase obli- 
gation. 4 


9. Redemption by corporation without 
prior negotiations with or sale to remaining 


stockholder. X : 
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File: Forget 


10. Redemption by corporation under 
terms of buy and sell contract among stock- 
holders and corporation. 


11. Redemption where A and X are 
closely related. 


C. Sale to Related Corporation 


12. Sale of parent stock to subsidiary: all 
X’s stock in A & X Co., Inc. sold to corpora- 
tion “controlled” by A & X Co., Inc. 


13. Sale to corporation under common 
control: A and X each own 50% of both 
A & X Co., Inc. and another corporation; X 
sells all his A & X Co., Inc. stock to other 
corporation 


14. Sale to corporation owned by selling 
stockholder. 


15. Sale to corporation owned by other 
stockholder. 


D. Recapitalization 


16. Pro rata recapitalization of all old 
common for new common and debentures: 
after redemption of debe::tures A to buy 
X’s remaining common. 


17. Disproportionate recapitalization: all 
A’s common exchanged for new common, 
all X’s common exchanged for preferred. 


18. Disproportionate recapitalization: all 
A’s common exchanged for new common, 
all X’s common exchanged for new common 
and debentures. 


E. Liquidation and Reincorporation 


19. Purchase followed by liquidation and 
reincorporation: A buys X’s stock, liqui- 
dates corporation, pays X out of liquidation 
proceeds, and reincorporates. 


20. Liquidation and reincorporation: 
liquid assets distributed to X, working as- 
sets to A who reincorporates. 


21. Liquidation and reincorporation with 
new interests: A forms new corporation 
with other investors. 


22. Liquidation followed by sole pro- 


File: Forget 
prietorship or partnership: A organizes un- 
incorporated business or partnership with 
working assets. X: 


F. Reorganization 


23. Reorganization and liquidation: A & 
X Co., Inc. transfers working assets to A 
Corp. for stock, and distributes withheld 
assets and A Corp. stock ratably in liquida- 
tion, A then buying X’s stock in A Corp. X: 


24. Reorganization and disproportionate 
liquidating distribution: working assets 
transferred to A Corp. for stock, A then re- 
ceiving this stock in liquidation of A & X 
Co., Inc., while X gets its liquid assets. X : 


25. Spin-off or split-off: after transfer of 
working assets to A Corp. for its stock, this 
stock distributed to A and X ratably as a 
dividend, or in partial redemption of their 
A & X Co., Inc. stock; A & X Co., Inc. then 
liquidated, and A buys X’s stock in A Corp. aoe 


26. Split-off or split-up: part of working 
assets transferred to New Corp. for stock 
(or all working assets divided evenly be- 
tween two new corporations under a split- 
up); New Corp. stock distributed to X; 
skip-a-beat; New Corp. sells A & X Co., 
Inc. needed assets and liquidates. X : 


27. Reshuffling of ownership of affiliated 
corporations under common control: A and 
X, each owning 50% of the stock of two 
corporations, contribute this stock to a new 
corporation: New Corp. distributes the 
stock of one of these corporations to X in 
exchange for his New Corp. stock. X : 


EXPLANATION OF CONCLUSIONS 


1. Dividend of $200,000 fully taxable to A. Han- 
cock, 18 TC 210; 1954 IRC §301. 

2. Dividend of $200,000 fully taxable to A. Moore, 
124 F2d 991; Northern Trust Co., 193 F2d 127. 

3. Dividend of $200,000 fully taxable to A. De- 
Guire, 159 F2d 921; Hobson Estate, 17 TC 854, app. 
dism’d CA-1. 

4. Dividend of $100,000 each taxable to A and to X, 
and X may have capital gain on sale for $100,000. 

5. 1954 IRC §302(d) taxes as a dividend every cor- 
porate redemption, except as provided in §302(b), 
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viz., “substantially disproportionate” redemptions. 


Even though pro rata, a redemption could conceivably’ 


avoid being taxed as a dividend if found to be “not 
essentially equivalent to a dividend” (§302(b)(1)); 
but the odds are heavily against pro rata redemptions. 

6. Complete redemption of all the stock owned by 
a shareholder is taxable at capital gain rates. 1954 
IRC §302(b)(3). A decision that a complete redemp- 
tion of all the remaining stock of stockholder, follow- 
ing on the heels of a sale of some of his stock, is tax- 
able as a dividend, has been reversed on appeal. Zenz 
v. Quinlivan, 213 F2d 914, rev’g 106 F Supp. 57. The 
Commissioner has announced his accord with this re- 
sult, on the particular facts in the case, but has sounded 
a warning to the remaining stockholder in such a case 
that the payment by the corporation for the stock of 
the withdrawing shareholder may have the effect of a 
dividend to the remaining stockholder, as indicated in 
notes 8 and 9 below. Rev. Rul. 54-458, I.R.B. 1954-42, 
15. 

7. Transaction probably taxable same as if A had 
purchased X’s stock and then surrendered this stock to 
corporation, for which see note 8 ahead. Holloway, 
203 F2d 566. 

8. Though a court could find A’s surrender of the 
stock he acquires from X “not essentially equivalent to 
a dividend” under the new statute (§302(b)(1)), the 
probability is that the prior precedents will still 
govern, which treat the redemption as being a method 
of discharging A’s obligation and, hence, a dividend 
to A. Wall, 164 F2d 462. The result is the same even 
though the parties contemplated that A would cause 
the corporation to redeem the shares newly acquired 
from X. Lowenthal, 169 F2d 694. However, where A 
buys some of X’s stock and is under no firm obligation 
to buy the rest, and the corporation then redeems the 
rest, the redemption probably will not be charged tc 
\ as a dividend; but see note 9. Even where A has 
bought the stock, which he then causes the corpora- 
tion to redeem, he has been held not to have a divi- 
dend where the purchase was in settlement of a stock- 
holder dispute which led to a suit for involuntary dis- 
Fox v. Harrison, 145 F2d 521. 

9. The complete redemption by the corporation of 
X's stock in the first instance does not raise problems 
for X, who is clearly entitled to capital gain (or loss) 
under 1954 IRC §302(b) (3). However, A may be hit 
with a dividend tax, the same as if he had contracted 
to buy the stock (see note 8 above). The Commis- 
sioner has contended that a redemption under these 
circumstances is for the benefit of A and so taxable to 
him as a dividend; and the proposition was decided 
in his favor by the Tax Court in a case raising the 
issue obliquely, but the case has been reversed. 
Schmitt, 208 F2d 819, rev'g 20 TC 352. The Commis- 
sioner also lost this issue in Edenfield, 19 TC 13, where 
the dividend tax was sought to be assessed, not on the 
occasion of the redemption, but when the debt arising 


solution. 
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from the redemption was paid off. A showing that the 
redemption accrued to the benefit of the corporation, 
as distinguished from the remaining stockholder, can 
be helpful. Fischer, TC Memo, P-H 47,131, CCH 
15,797. 

10. Presumably A’s position is improved under these 
circumstances. 

11. For purpose of determining whether all of X’s 
stock is redeemed, the new statute attributes to him the 
ownership of his spouse, parents, and heirs (and estates 
trusts, partnerships, or corporations in which he is 
interested ). See 1954 IRC §318, which is made appli- 
cable to a redemption under §302(b)(3) by virtue of 
§302(c) (1). However, in a liberalization of the rules 
previously applied by the Commissioner, the new 
statute provides that the attributed ownership of rela- 
tives will not bar the treatment of the redemption of X 
at capital gain rates, so long as X has no continuing in- 
terest in the corporation (viz., as an officer, director or 
employee) and does not acquire one within 10 years 
(1954 IRC §302(c)(2)(A)); except that the absence 
of a continuing interest will not give X a capital gain 
if within a period of 10 years prior to the redemption 
he acquired his stock interest from A (A being closely 
related), or A acquired his stock interest from X, 
whether by sale or gift, with the purpose of bailing- 
out earnings at capital gain via a redemption such as 
this. 1954 IRC §302(c)(2)(B). 

12. See 1954 IRC §304(a)(2). This transaction is 
treated for tax purposes the same as if X had sold his 
stock directly to A & X Co., Inc. in redemption, and is 
therefore either taxable as a dividend, or as a pay- 
ment in exchange for X’s stock, depending upon how 
a direct sale to A & X Co., Inc. would have been taxed. 
Since the sale to A & X Co., Inc. of all X’s stock in that 
corporation would have been taxed as a capital gain 
(assuming the “attributed ownership” rules are no bar 
“controlled” cor- 
poration is similarly taxed. A corporation is deemed 
“controlled” by A & X Co., Inc. if it owns 50% of the 
other's stock in value or voting power. 1954 IRC 
§304(c)(1). This section is derived from §115(g) (2) 
of the former Code, and overcomes the result in the 
Wanamaker Trust case (177 F2d 10). 

13. See 1954 IRC §304(a)(1). Prior to the 1954 
Code, a sale of taxpayer's stock in one corporation to 
another corporation in which he has or shares control 
was outside the reach of the concept of “redemptions 
essentially equivalent to dividends”; but the cited sub- 
section now treats such a transaction substantially the 
same as a Sale to a subsidiary (footnote 12 above), ex- 
cept that the amount of the dividend, if any, depends 
on the earnings of the purchasing corporation, not of 
the corporation whose stock is involved (§304(b)(2) 
(A) ). X’s ownership of stock of the purchasing cor- 
poration precludes qualification of the transaction un- 
der 1954 IRC §302(b)(3) (relating to complete ter- 
mination of a stockholder’s interest), since after the 


—see note 1] above), the sale to the 





10 * November, 1954 


The Journal of Taxation + 


sale of A & X Co., Inc. stock to the purchasing corpora- 
tion, X is deemed to own constructively the same pro- 
portion of the stock of A & X Co., Inc. owned by the 
purchasing corporation as he owns stock of the pur- 
chasing corporation. 1954 IRC §§304(b)(1), 318 
(a)(2)(C). Thus, if X owns 50% of the stock of the 
purchasing corporation, and the purchasing corpora- 
tion owns 50% of the stock of A & X Co., Inc., X is 
deemed to own 25% of the stock of A & X Co., Inc. 
However, this transaction would qualify for capital 
gain under §302(b)(2), relating to substantially dis- 
proportionate redemptions, since X's constructive 
ownership of 25% of A & X Co., Inc. stock is “less than 
80 percent” of the A & X Co., Inc. stock owned by him 
before the transaction (§302(b)(2)(C) ). 

14. Where X owns 50% of the stock of A & X Co., 
Inc. and he also owns all the stock of the corporation 
to which he contemplates selling his A & X Co., Inc. 
stock, these corporations are under common control 
for purpose of the application of 1954 IRC §304, since 
“control” means ownership of at least 50% of the 
stock (§304(c)(1)). Since he owns constructively the 
stock owned by a corporation which he owns (see 
note 13 above ), a sale to such corporation does not re- 
duce his ownership of A & X Co., Inc. stock, and so 
the transaction would not qualify for capital gain 
under §$302(b). 

15. Contrary to the preceding example, where X 
does not own the stock of the purchasing corporation, 
the sale of his interest in A & X Co., Inc. gives him 
capital gain. It is not even within the reach of 1954 
IRC §304(a)(1), because while A is in “control” of 
both corporations (see note 14 above), X is not—and 
the statute is only operative if the selling stockholder 
is in control of the purchasing corporation and the 
issuing corporation. Even if X owned some stock in 
the purchasing corporation (but less than 50% in 
voting power or value), the statute would not be 
operative. Query: whether A could be charged with a 
dividend from the purchasing corporation under an 
extension of the Wall rationale, where his corporation 
buys out the other stock interest in A & X Co., Inc. 
(see notes 8, 9 above)? 

16. The issuance of securities, as part of an other- 
wise tax-free recapitalization, is subject to tax to the 
extent of the gain on the transaction. 1954 IRC §§354 
(a)(2)(B), 356(a)(1). If the issuance of the securi- 
ties has the effect of the distribution of a dividend, 
ordinary income can be realized. §356(a)(2). A pro 
rata exchange of this sort has been held to have the 
effect of a dividend. Bazley, 331 U.S. 737; see also 
Heady, 162 F2d 699. 

17. The fact that every stockholder does not receive 
the same proportion of new stock or securities issued 
in a recapitalization has been held under the 1939 
Code not to affect the tax-free status. See Wolf En- 
velope Co., 17 TC 471; Dean, 10 TC 19; Hartzell, 40 
BTA 492. Presumably the result is not changed under 


the new Code, which even expressly sanctions dis- 
proportionate reshufflings of ownership in certain in- 
stances, e.g., §§305(a), 351(a), 355(a)(2)(A); see 
S. Rep. No. 1622, 83d Cong., 2d Sess. 44, 50. Note that 
preferred stock received in a recapitalization is not 
immune from being taxed as ordinary income under the 
new preferred stock “bail-out” rule (1954 IRC §306 
(c)(1)(B); but this rule does not apply where the 
preferred stock is ultimately disposed of or redeemed 
in complete termination of the stockholder’s interest 
in the corporation. 1954 IRC §306(b)(1). Thus, in 
this example, X will realize no income on the occasion 
of the recapitalization, and will realize capital gain on 
the subsequent disposition of the preferred stock, 
whether by redemption or by a sale to A or to a 
stranger, provided that all of X’s preferred stock hold- 
ings are disposed of at one time. 

18. The disproportionate recapitalization will not 
spoil the reorganization for X (see note 17 above), but 
the debentures will be taxed as “boot” to X on the 
occasion of their receipt (see note 16 above), either 
as capital gain or as ordinary income. Therefore, if 
the situation is susceptible of a “dividend” analysis. 
This technique had best be avoided. 

19. The sequence of (a) liquidation, (b) withhold- 
ing of some assets, and (c) reincorporation with re- 
maining assets, has been called a “booby-trap” reor- 
ganization, and the stockholders have been held to be 
in receipt of “boot,” taxable as a dividend, to the ex- 
tent of the withheld assets. See Survaunt, 162 F2d 
753; but cf. Arcade Co., 203 F2d 230, cert. den. 
10/12/53; Mathis, 19 TC 1123. The House proposed 
to codify this result in every case. (See H.R. 8300, 
$357, as passed by the House); however, the Confer- 
ence Committee agreed to omit such statutory provi- 
sion and leave the result to judicial decision or regula- 
tion. See Conference Report to accompany H.R. 8300 
(H. Rep. No. 2543, 83d Cong., 2d Sess., page 41). 

20. Presumably, any gain to A will be taxed at 
capital gain rates and not as ordinary income. Cf. 
Case, 103 F2d 283. This example differs from the pre- 
ceding one in that A was not the sole owner of the 
corporation just before its liquidation, so it cannot be 
contended that the former stockholders have con- 
tinued in control of the reincorporated venture. How- 
ever, this fact may not avoid an involuntary reorgan- 
ization under the 1954 Code, which has eliminated 
the requirement that all the old stockholders continue 
to control the new corporation. See 1954 IRC §368 
(a)(1)(D). 

21. Prior to enactment of the 1954 Code, it was held 
that a reorganization can be avoided if new interests 
are introduced on reincorporation. Austin Transit, Inc., 
20 TC 849. So long as these new interests represent 
more than 20% of the stock of the new corporation, 
this same result should follow under the new law. 
See 1954 IRC §368(a)(1)(D), (c). 

22. The danger of a “booby-trap” reorganization is 
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eliminated where the successor is not a corporation. 


23. While the tax treatment of this technique would . 


appear to be more favorable under the 1954 Code than 
under former law, it should not be resorted to if, the 
continuing stockholder is looking for a way to avoid 
any realizable gain on the transaction. Prior to the 
1954 Code, this transaction would probably have pro- 
duced ordinary dividend income for both A and X to 
the extent of the withheld assets distributed in liquida- 
tion under 1939 IRC §112(c)(2). See Bedford Est., 
325 U.S. 283; Lewis Est., 176 F2d 646, affg 10 TC 
1080. Now, however, since Sections 354 and 355 of the 
new Code bar a transaction of this sort from tax-free 
treatment even to the extent of the A Corp. stock dis- 
tributed (as we shall see), the withheld assets would 
no longer constitute “boot” incident to a reorganiza- 
tion exchange, and presumably would be taxed at 
capital gain rates along with the A Corp. stock. This 
transaction is not eligible under Section 354, because 
that section would only apply were “substantially all” 
the assets of A & X Co., Inc. to be transferred to A 
Corp. 1954 IRC §354(b)(1)(A). (If this were a trans- 
fer of substantially all such assets, then the distribu- 
tion of the A Corp. stock would be tax-free and the 
distribution of the withheld assets would constitute 
“boot” taxable as capital gain or as a dividend. 1954 
IRC §356(a)(1)(2)). This transaction is not eligible 
under section 355 because the transfer of all the work- 
ing assets to A Corp. precludes A & X Co., Inc. from 
satisfying the “active business” requirements, which 
generally require that both the controlled corporation 
(A Corp.) and the distributing corporation (A & X 
Co., Inc.) be engaged in the active conduct of busi- 
ness imme erty after the distribution. 1954 IRC 
§355(b)(1)(A). Query: whether, notwithstanding the 
non-qualification of the A Corp. stock distribution un- 
der sections 354 or 355, a variation of the “booby-trap” 
reorganization theory could be applied to convert the 
distribution of the withheld assets into dividend in- 
come? 

24. Prior to the 1954 Code it was thought that a 
disproportionate distribution of the kind illustrated 
here would avoid characterization of the transaction 
as a reorganization, and hence preclude taxation of 
the “boot” as a dividend. Cf. Case, 103 F2d 283. How- 
ever, the price of avoiding the dividend was the 
precipitation of capital gain, not only for the with- 
drawing stockholder (X), but also for the remaining 
stockholder (A). Under the 1954 Code, presumably 
the capital gain will result irrespective of the dis- 
proportionate liquidating distribution, because of the 
noncompliance with the “active business” requirement 
(see note 23 above). Hence, where a capital gain can 
be tolerated for the continuing stockholder, the choice 
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of this method or the former one will depend solely 
on the benefit to be derived from a step-up in the 
basis that would occur where A buys X’s stock in 
A Corp. 

25. The rules of new Section 355 apply to any dis- 
tribution with respect to the stock of the controlling 
corporation, whether in liquidation or redemption, or 
as a split-off, or spin-off. However, where there are 
earnings and profits, this technique is more costly than 
the two preceding examples (see notes 23 and 24 
above), because the distribution or exchange of the 
A Corp. stock in the spin-off, or split-off, is almost 
certain to be taxed as a dividend, unless it can be 
treated as part of the subsequent liquidation of A & X 
Co., Inc. 

26. This technique probably avoids the realization 
of any gain for A and postpones realization by X until 
he liquidates New Corp. The “active business” re- 
quirement of 1954 IRC §355(b) is apparently satis- 
fied since both the original corporation and the new 
corporation continue in business after the distribution. 
The fact that each corporation now conducts a part 
of what was a single business before the transfer is 
presumably irrelevant, since the “separate books” re- 
quirement of the House bill has not been adopted. 
(See H.R. 8300, §353(c)(2), as passed by House.) 
The new statute only requires that the distributing 
corporation and the controlled corporation (or the 
two controlled corporations, in case of a preceding 
split-up ), be engaged in active business “immediately 
after the distribution.” How much after the distribu- 
tion it would be safe to allow X to liquidate New 
Corp. is a matter of individual judgment. 

27. This appears to be a technique made possible 
under Section 355 of the new Code for separating 
control of several corporations without the realization 
of any taxable gain or income. The technique requires 
that the stock of the separate corporations be acquired 
in one corporation in a tax-free transaction, because 
the “active business” requirement is not deemed satis- 
fied if control of the corporations which were conduct- 
ing an active business was acquired in a transaction 
in which gain or loss was recognized. 1954 IRC §355 
(b)(2)(D). 


Alvin D. Lurie is a member of the New York ber 
and maintains law offices in New York City. His writ- 
ings have appeared in the Tax Law Review, Cornell 
Law Quarterly, Handbook of Tax Techniques, and in 
the proceedings of New York University’s and other 
tax institutes. He is a member of the committee on 
pension and profit-sharing trusts, Section of Taxation, 
American Bar Association. 





How to use elections under 1954 Code to 


get tax benefit on research costs 


by J. StANLEY HALPERIN 


The new law makes some changes in taxability of research and development expenses, but more im- 


portantly, it eliminates uncertainty as to how the IRS will regard your handling of them. 


author recommends electing to expense. 


) ECTION 174, dealing with research and experimental 
expenditures, is new in the 1954 Internal Revenue 
Code. It has no counter-part in the 1939 Ini. “nal 
Revenue Code. It was one of the specific recommen- 
dations made by the President in his Budget Message 
for insertion in the new tax law, and is pointed out as 
being one of the provisions which will aid taxpayers. 

Its purposes are twofold, namely, (1) to eliminate 
the uncertainties which existed under the 1939 Code 
relative to the deductibility of such expenditures, and 
(2) by providing for certainty in this field of expendi- 
ture, to encourage taxpayers to carry on research and 
experimentation. 


Uncertainties under the 1939 Code 


The tax treatment of research and experimental ex- 
penditures under the 1939 Code is succinctly explained 
in the House Ways and Means Committee Report and 
the Senate Finance Committee Report as follows: 


“No specific treatment is authorized by present law 
for research and experimental expenditures. To the 
extent that they are ordinary and necessary they are 
deductible; to the extent that they are capital in na- 
ture they are to be capitalized and amortized over 
useful life. Losses are permitted where amounts have 
been capitalized in connection with abandoned proj- 
ects, and recovery through amortization is provided 
where the useful life of these capital items is deter- 
minable, as in the case of a patent. However, where 
projects are not abandoned and where a useful life 
cannot be definitely determined, taxpayers have had 
no means of amortizing research expenditures.” 


In actual practice, the deductibility of research and 
experimental expenditures, where they were claimed 
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This 


This must be done prior to the end of this tax year 


as deductions in the year of expenditure, could never 
be predicted with absolute certainty in the absence of 
clear-cut proof that the project had been unsuccessful 
and had been abandoned. In recent years, the Internal 
Revenue Service had attempted to adopt a more liberal 
approach in this area and had apparently been allow- 
ing such deductions where the expenditures had been 
incurred under a permanent research, new product, or 
similar program for which the taxpayer had established 
a regular research budget. Nevertheless, there were 
always instances in which an examining Internal Rev- 
enue Agent took the position that expenditures, even 
under a regular research budget, should be capitalized, 
especially where, at the time of examination, there was 
still no certainty as to whether or not the project would 
result in a successful patent or other capital asset. 

The new section will provide for certainty, namely, 
the taxpayer will be assured of the deduction, if, and 
only if, the taxpayer elects to treat all such expendi- 
tures as current expense. There are two other methods 
which a taxpayer may employ in connection with such 
expenditures, but the use of either of these two other 
methods will not furnish the same absolute certainty 
which the current-expense method will provide. How- 
ever, since it is within the power of the taxpayer to 
determine which method he will use, any uncertainty 
which may arise in the future will be attributable to 
the taxpayer's own doing, rather than to the uncertain- 
ties which existed under the 1939 Code. 


The current-expense method 


Paragraph (1) of subsection (a) of Section 174 sets 
forth the general rule to the effect that a taxpayer may 
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treat research or experimental expenditures which are 
paid or incurred by him during the taxable year in 
connection with his trade or business as expenses 
which are not chargeable to capital account, and thus, 
expenditures so treated are to be allowed as a deduc- 
tion. 

The requiremeat that the expenditures must be in 
connection with trade or business is of no particular 
significance in the case of a corporation; since all of its 
expenses are in connection with its trade or business. 
What is of particular significance, however, is that 
expenditures which ordinarily would be capitalized, 
such as research and experimental work in connection 
with the development of a patent, may now be de- 
ducted. 

This does not mean, however, that all expenditures 
of a capital nature may be treated as current expense. 
Subsection (c) and subsection (d) specifically except 
from the application of Section 174 any expenditure 
for the acquisition or improvement of land, or for the 
acquisition or improvement of property to be used in 
connection with the research or experimentation and 
of a character which is subject to the allowance under 
Section 167 (relating to allowance for depreciation ) 
or Section 611 (relating to the allowance for depletion ) 
or any expenditure paid or incurred for the purpose of 
ascertaining the existence, location, extent, or quality 
of any deposit of ore or other mineral (including oil 
and gas), commonly referred to as mine exploration 
expenditures. 

Thus, even under the current expense method, ex- 
penditures incurred for physical properties and equip- 
ment which have a useful life of more than one year 
would not be deductible as current expense. In the 
case of research which results in a successful patent, 
it would seem that the patent attorney's fees and other 
costs involved in the obtaining of the patent would 
not fall within the exception but could be treated as 
current expense, on the theory that these expenditures 
were not for the acquisition or improvement of prop- 
erty to be used in connection with the research or 
experimentation. The legislative history on this item 
is not too clear, and clarification can be expected in 
the forthcoming regulations. 


The deferred-expense method 


Subsection (b) of Section 174 sets forth the alterna- 
tive method which may be elected by the taxpayer. 
Under paragraph (1) of subsection (b), the taxpayer 
may elect to capitalize research or experimental ex- 
penditures which are paid or incurred in connection 
with the trade or business and which are not treated 
as current expenses under subsection (a) and lastly, 
which are chargeable to capital account but are not 
chargeable to property of a character which is subject 
to the allowance under Section 167 or Section 611. By 
capitalizing such expenditures, the taxpayer may elect 
to treat them as deferred expenses. 
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Paragraph (1) of subsection (b) further provides 
that the taxpayer shall then select a period of time 
over which such deferred expenses are to be amortized 
and claimed as a deduction from gross income. Once 
the taxpayer selects the period, which may not be less 
than a period of sixty months, the amount of the de- 
ferred expense must be amortized ratably over the 
period selected by the taxpayer. The statute specifically 
states that the amortization period shall begin only 
with the month in which the taxpayer first realizes 
benefits from such expenditures. It is to be noted that 
there is no certainty provided in the statute as to when 
and how the taxpayer can determine when the first 
benefits are realized and this leaves an area of uncer- 
tainty under this method. 

Moreover, the taxpayer can only select a period of 
amortization where the taxpayer can establish that the 
deferred expenses are not chargeable to property of a 
character which is subject to an allowance for depre- 
ciation or depletion. Thus, if the expenditures result 
in a patent, the patent, being a depreciable item, 
must be written off over its seventeen-year useful life, 
unless abandoned prior to the expiration of the seven- 
teen years. 

In other words, if the research work results in a 
depreciable asset, the taxpayer does not have an ab- 
solute right, which may not be questioned by the 
Commissioner of Internal Revenue, to select the amor- 
tization period. He is in the same position as if he had 
purchased the depreciable asset and is required to 
determine the estimated useful life for purposes of 
depreciation under Section 167, which allows the 
Commissioner of Internal Revenue to question the 
usciul life adopted by the taxpayer. Here again, there- 
fore, there is an area of uncertainty. 


The problems of new corporations 


Some tax men say that the election of the deferred 
expense method may prove advantageous for newly- 
formed corporations whose earnings during the first 
several years are expected to be low. The argument is 
advanced that the deferral of such expenses can pro- 
vide beneficial deductions from higher earnings which 

may be anticipated for later years. There is a question 
as to whether this will hold true. In view of the five- 
year carryover of net operating loss, it would seem 
that the current expense method may prove to be of 
greater advantage especially because of the fact that 
(a) if the research does not result in property of a 
character which is subject to the allowance for deyre- 
ciation, the taxpayer does not bear the Murden of 
proving the time when he realized benefits from such 
expenditures and (b) if the research work resulted 
in property which would ordinarily be depreciable, 
such as a patent, the taxpayer would be compelled to 
use a longer estimated useful life, whereas under the 
current expense method, the carryover of the net oper- 
ating losses from the previous years would permit of a 
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much faster recovery of the expenditures by way of 
deductions from gross income. 

There is one further disadvantage to the deferred- 
expense method. In certain cases, research work ex- 
tends for many years and goes along many different 
lines of investigation. A taxpayer may have more than 
one project which is being worked on. If the taxpayer 
has elected the deferred-expense method, the statute 
provides that the method so elected, and the period 
selected by the taxpayer, shall be adhered to in com- 
puting taxable income for the taxable year for which 
the election is made and for all subsequent tax years, 
unless, with the approval of the Secretary or his dele- 
gate, a change to a different method or to a different 
period is authorized with respect to part or all of such 
expenditures. 

It does not appear likely that the regulations will 
provide for the election of different periods for differ- 
ent projects. Rather, taxpayers with more than one 
project who desire different methods will be required 
to obtain the approval of the Commissioner for the 
selection of a new period for a new project. You may 
have a corporation start on Project A in 1954. It may 
estimate a 60-month period of amortization. In 1955, 
while Project A is still being worked on, it may em- 
bark on Project B. Here, the period of amortization 
which good business dictates is eight years. As the law 
is worded, however, it would seem that unless ap- 
proval can be obtained from the Commissioner for an 
eight-year period, the amortization of Project B must 
be on a five-year period. 

In the absence of clarifying regulations on this point, 
caution should be exercised as to which period of 
amortization is elected. If it is binding on all research 
projects thereafter incurred, it is questionable whether 
the accounting concepts sought to be served by the 
deferred-expense method will actually be served, be- 
cause there will be situations where the period of 
amortization should properly be a period greater than 
five years. 


Exception for land and depreciable assets 


As in the case of the current-expense method, there 
is specifically excepted from, the application of the 
section any expenditures for the acquisition or im- 
provement of land, or for the acquisition or improve- 
ment of property to be used in connection with the 
research or experimentation and of a character which 
is subject to an allowance for depreciation or deple- 
tion. However, there is an interesting phrase which is 
added to subsection (c) of Section 174 which says 


“ 


but for purposes of this section allowances 
under Section 167, and allowances under Section 611, 
shall be considered as expenditures.” 


In other words, such allowances are to be considered 
as research and experimental expenditures which may 
be deducted under subsection (a) or amortized under 





subsection (b). There does not appear to be any justi- 
fiable reason for classifying the deduction for depre- 
ciation as a research or experimental expenditure un- 
der the current-expense method, since even without 
mention thereof and without classification thereof, the 
deduction for depreciation would nevertheless be 
allowable. 

Primarily, this phrase would seem to have its great- 
est importance under the deferred-expense method. 
Under this method, a taxpayer in effect will be re- 
quired to postpone a deduction for depreciation on 
property used in connection with the research or ex- 
perimentation, and which property is depreciable 
property, until the time when he first realizes benefits 
from the research expenditures. This may or may not 
be of tax advantage. Let us assume that the taxpayer 
constructs a special laboratory building for research 
Project A at a cost of $50,000. The physical equipment 
of the laboratory is another $50,000. Ordinarily, the 
taxpayer would claim depreciation on the building as 
well as on the equipment. However, if the taxpayer is 
on the deferred-expense method, the annual deprecia- 
tion on the laboratory building and equipment would 
not be deductible but rather, once the annual amount 
was computed, it would then be added to the de- 
ferred-expense account and would be recovered by 
way of amortization of deferred-expense when and 
only when the taxpayer first realizes benefits from the 
research project. Even then, the prior years’ deprecia- 
tion would be amortizable over a minimum period of 
five years, whereas under the current-expense method, 
the depreciation would have been allowable as a de- 
duction in each current year. 

When it is considered that the statute provides for 
a five-year carryover of loss, the provisions respecting 
the deferred-expense method do not appear to be too 
desirable or advantageous. There may be situations 
where the deferred-expense method may prove ad- 
vantageous, but in the great majority of cases, the cer- 
tainty of the current-expense method will make this 
latter method the more likely one to be elected. 


The capitalized-expense method 


Section 174 specifically sets forth the two methods, 
current-expense method and deferred-expense method. 
However, either of these methods must be elected by 
the taxpayer. It is possible, however, that a taxpayer 
may not elect either of these two methods and there is 
nothing in Section 174 which requires the taxpayer to 
elect either of these two methods. Although the law 
is silent if neither of these two methods is elected, the 
Senate Finance Committee Report covered this situa- 
tion, which the Ways and Means Committee Report 
did not, as follows: 


“Of course, a taxpayer who does not elect to treat 
research and experimental expenditures under the 
methods provided for in this section may capitalize 


the full amounts thereof.” 
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At first blush, this would almost seem to be a state- 
ment to the effect that the situation under the 1939 
Code would prevail in those cases where no specific 
election was made. This is not true. Rather, the un- 
certainty under the 1939 Code is removed entirely by 
not leaving any room for question and automatically 
requiring the capitalization of all such expenditures. 
Once so capitalized, the taxpayer would have to estab- 
lish the estimated useful life and amortize the capital- 
ized costs over the useful life, and where the project 
had been abandoned, the taxpayer would be entitled 
to claim a loss from abandonment. However, if the 
project had not been abandoned and where the tax- 
payer could not definitely determine any useful life 
over which to amortize the cost, the taxpayer would 
have no means whatsoever of amortizing the expendi- 
tures. To this extent, the situation would be similar to 
the situation under the 1939 Code. 

It is unlikely that taxpayers will find it advantageous 
to use this method. While there may be some special 
situations, generally speaking, again because of the 
five-year net operating loss carryover, the current- 
expense method will prove to be most advantageous 
and popular. 


Taxpayer must make the election 

For the first taxable year which begins after De- 
cember 31, 1953, and ends after August 16, 1954 in 
which research or experimental expenditures are paid 
or incurred, a taxpayer may, without the consent of 
the Secretary of the Treasury or his delegate, adopt 
the current-expense method. The statute does not state 
that the taxpayer must make a specific election, but 
if the taxpayer does elect the current-expense method, 
the proposed temporary rules issued by the Commis- 
sioner of Internal Revenue on August 27, 1954 provide 
that the election shall be made by a statement at- 
tached to the return for the first taxable year to which 
the election is applicable. It is important to note that 
the temporary rules provide that such statement shall 
specify the amount of each type of such expenditures 
and shall be described in detail. 

In the case of the deferred-expense method, the 
election may be made for any taxable year beginning 
after December 31, 1953, although there is no require- 
ment that the taxable year shall end after August 16, 
1954. Presumably, therefore, corporations which have 
changed their accounting period or which were newly- 
formed and elected a taxable year ending before 
August 16, 1954 will be permitted to elect the de- 
ferred-expense method. Note, however, that the elec- 
tion of the deferred-expense method must be made 
not later than the time prescribed by law for the filing 
of the return for such taxable year, including any ex- 
tensions of time which have been granted. Taxpayers 
who fall in this category, namely, 1954 short years 
which ended before August 16, 1954, should be on the 
alert respecting this election and the time to make it. 
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The proposed temporary rules provide that the 
election must be made by a statement attached to the 
taxpayer's return for the first taxable year to which the 
election is applicable. Here, the statement must con- 
tain the following information: (a) the amounts of 
each type of such expenditures, (b) detailed informa- 
tion describing the nature of such expenditures, and 
(c) the period over which such expenditures are to be 
ratably deducted. 

The capitalized-expense method requires no elec- 
tion. Here, however, if the taxpayer wishes to adopt 
this method, extreme care must be exercised to make 
certain that no research or experimental expenditures 
whatsoever are deducted on the return. 


Effect of failure to make election 


The law is far from clear as to what will happen if 
the taxpayer fails to make an election. As heretofore 
indicated, a failure to affirmatively elect will, as set 
forth in the Senate Finance Committee Report, amount 
to an election to capitalize all research and experi- 
mental expenditures. 

Will the mere claiming of such expenditures as cur- 
rent expense, without the filing of the requisite state- 
ment, be construed as an election of the current-ex- 
pense method? In view of the fact that the mere 
claiming of such expenses without the filing of the 
requisite statement would not constitute compliance 
with the Commissioner's regulations, it is possible that 
the Commissioner of Internal Revenue may take the 
position that no election was made and result in the 
disallowance, as deductions, of the amounts claimed 
as research and experimental expense which is cur- 
rently deductible. This is a matter which it is to be 
hoped the final regulations will resolve. 

Assuming that a taxpayer fails to elect either 
method, and in the current year had no research and 
experimental expenses, there is still a problem with 
respect to depreciation on depreciable assets which 
were acquired for the research and experimentation. 
Bear in mind that subsection (c) provides that for 
purposes of Section 174, allowances under Section 167 
shall be considered as expenditures. 

Suppose such depreciable property was acquired 
prior to 1954 and has been the subject of depreciation 
allowances in prior years. In the ordinary course of 
events, one would assume that depreciation was allow- 
able for 1954. However, now that the depreciation 
allowance is deemed to be a research or experimental 
expenditure, its deductibility would appear to be 
governed by Section 174, and a failure to elect the 
current-expense method, by an affirmative election, 
would appear to be the basis for a disallowance of the 
1954 depreciation and require a capitalization of the 
said amount of disallowed depreciation. This would 
throw it back into the area of all capitalized expenses, 
namely, where neither method had been affirmatively 
elected, which capitalized items could then only be 
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amortized over the estimated useful life of the research 
or experimental work. This would appear to be equally 
true with respect to depreciable property acquired 
after 1953 which is to be used in connection with re- 
search or experimentation. 

In other words, there appears to be a very serious 
danger in Section 174(c). The specific provision that 
depreciation on research or experimental depreciable 
property must be considered as a research and experi- 
mental expenditure throws the deduction into the same 
category as salaries paid to laboratory chemists. Such 
expenses are either deductible as current expense, 
amortizable as deferred expense, or capitalizable with- 
out any assurance that they will ever be amortized or 
their cost recovered. 

[t would seem the better part of valor, in these cases 
where a taxpayer presently owns or acquires during 
1954 depreciable property which is used in research 
or experimentation, even though no current expenses 
are being incurred in connection with such research 
or experimentation, clearly to make an election as to 
which method is to be adopted. The fact that no cur- 
rent expenditures are being incurred would not appear 
to absolve the taxpayer from making an election, i: 
the taxpayer has research or experimental property 
which is subject to depreciation. 

Section 174 provides that any election which is made 
by the taxpayer is binding for the current year and all 
subsequent } years, unless and until a change is author- 
ized by the Commissioner with respect to part or all 
of such expenditures. In the case of an election of the 
deferred-expense method, the period of amortization 
selected by the taxpayer is also binding. Needless to 
say, extreme caution must be exercised in making cer- 
tain that a proper election has been made. 


Summary and recommendation 


In the ordinary case, it would appear, especially in 
view of the five-year net operating loss carryover, that 
the most desirable method, from the tax viewpoint, 
will be the current-expense method. This method will 
eliminate the uncertainties of the capitalized-expense 
method and the uncertainties of the deferred-expense 
method. In the deferred-expense method, not only is 
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there uncertainty with respect to the period of amor- 
tization to be selected, but if, perchance, the research 
work results in the acquisition of some minor patent, 
the period of amortization selected by the taxpayer 
will not be binding, but rather, the taxpayer will then 
be required to amortize the cost over the seventeen- 
year life of the patent. This will hold true even though 
a substantial amount was expended on different ave- 
nues of investigation which had no relationship to the 
final patent. This is because if, prior to the acquisition 
of the patent, some benefits had flowed to the tax- 
payer from the deferred expense, the deferred expense 
would have begun to be amortized. This will still leave 
open the question of what will happen when, during 
the period of amortization, a patent is obtained. Hind- 
sight being much better than foresight, it might be 
possible that at some future date, an Internal Revenue 
Agent might contend that the amortization which was 
claimed was not allowable because, three years later, a 
patent was obtained. 

Once a decision is reached on the proper method to 
elect, which in the majority of cases will be the cur- 
rent-expense method, it will be essential that the tax- 
payer make absolutely certain that everything is done 
in order to secure the benefits of this method. Where 
depreciable property is owned, which property is used 
in connection with research or experimentation, it is 
absolutely essential that an election be made this year. 
It is only in those cases where there can be no question 
but that no expenditures have been made for research 
or experimentation that no election need be made at 
this time. 

It is suggested that taxpayers would be well advised 
to incur some research or experimental expenditures 
this year and to make an affirmative election of the 
current-expense method, so that all questions respect- 
ing the deductibility of depreciation and the election 
itself as ever having been made, are resolved once and 
for all time. In this way it would appear that taxpayers 
can achieve the absolute certainty of the deductibility 
of such expenditures, regardless of when incurred in 
future years. w 
[The foregoing article formed the basis for a lecture delivered by Mr. 
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1. TAX CONTROL 


Two volumes, continuously up-to-date, which spell out practical, 
tax-wise methods of handling the problems which face you in busi- 
ness, investments, accounting and law. It brings you an “operating 
problem” approach to help you organize the tax knowledge, the 
meaning of the law, the regulations, the cases, the practice of others 
as they apply te specific fields and areas of your business. 








2. ESTATE PLANS 


The newest working tool in the art of building, conserving and dis- 
posing of wealth. Estate Plans brings you a continuing and corpre- 
hensive guide to all the techniques and practices of the art of estate 
planning. Edited to give you facts and guidance based on rich ex- 
perience, it will bring you actual plans—plans being used today by 
individuals in typical income situations. 




















THE TAXATION OF INDIVIDUALS 


problems 


Personal tax 


_ EDITED: By BENJAMIN HARROW, J.D., ies 





Loans to corporations are useful elements 





in personal tax minimization program 


H ERE’S ONE OF THOSE CASES where a 
tax problem really has two sides, 
depending upon which direction you 
approach it from. Last month Jackson 
Boughner in his Corporate Reorganiza- 
tion section of this magazine (JTAX, 
Oct., 54, p. 61) analyzed several bad- 
debt cases in the corporate context; we 
think these cases also should be con- 
sidered in terms of the individual’s 
private problems. 

In one case (Arvid Strand, TCM 
1954-109) a partnership operated a 
building construction business. Some of 
the partners had formed a corporation 
to own and operate a sawmill and 
capitalized it for $30,000. The corpora- 
tion required additional working funds 
and the partnership made substantial 
advances to it. A fire wiped out most 
of the assets of the corporation and the 
corporation was discontinued. All 
creditors were paid in full except the 
partnership. The partnership took a 
deduction for its loans as a bad debt 
loss. The Commissioner claimed that the 
advances made by the partnership rep- 
resented capital contributions which 
should be treated as additional cost of 
the stock. 

The Court held that the partnership 
was not a stockholder, that there was a 
good business purpose for the loan, 
and that the corporation was not organ- 
ized for the purpose of avoiding taxes. 
The corporation had been started with 
sufficient capital. The debt had always 
been recognized as a valid debt. The 
deduction was therefore allowed in full 
as a business bad debt. 

In a second case (Arthur Rubel, 
TCM 1954-135) a partnership entered 
into an agreement with a brewery for 
the delivery of 24 carloads of beer. The 
brewery refused to enter into the agree- 
ment unless a personal loan of $20,000 


was made to its president. The loan was 
intended to be used by the brewery. 
After a breach in the contract the part- 
nership commenced suit for the re- 
covery of the loan, and being unable 
to recover anything the partners claimed 
a bad debt loss deduction. The Com- 
missioner claimed that the loss was a 
non-business bad debt and allowed the 
loss as a capital loss. The Tax Court 
held for the taxpayer, saying that there 
was a direct relationship between the 
loan and the business of the partner- 
ship. The partnership was having diffi- 
culty in obtaining beer and the loan had 
to be made to secure a shipment of 24 
carloads. 


This one the taxpayer lost 


In a third case (Max Greenhouse, 
TCM 1954-144) advances to a corpora- 
tion made by an officer were held to 
be contributions to capital and not loans 
deductible as a bad debt. The corpora- 
tion had no paid-in capital as such. The 
officer advanced moneys to the corpo- 
ration as funds were needed. No notes 
were given by the corporation for the 
advances, nor was there any fixed date 
set for repayment. The corporation ex- 
ecuted an assignment for the benefit of 
creditors and listed the officer as a 
creditor. The taxpayer claimed a de- 
duction either as a loss incurred in a 
trade or business or as a loss incurred in 
a transaction entered into for profit. He 
based his claim on the ground that the 
business was in reality carried on by 
the individual officers as co-partners and 
that the corporation entity should be 
disregarded. 

The Court did not go along with the 
taxpayer. It held that the corporation 
operated as a going business. Since the 
corporation otherwise had no capital, 
the advances in realty were capital con- 
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tributions and the loss was a long term 
capital loss. 

In the same case the taxpayer had 
endorsed a note of the corporation as 
a guarantor. The corporation was un- 
able to pay the note and the taxpayer 
made good. He claimed a full deduc- 
tion as a loss arising from a transaction 
entered into for profit. The Court held 
this to be a non-business bad debt loss. 
On this point it should be noted that 
under Section 166(b) of the 1954 Code 
a payment by a taxpayer (other than 
a corporation) in discharge of part or 
all of his obligation as a guarantor or 
indorser of a non-corporate obligation 
would be treated as a business bad 
debt provided the proceeds of the 
obligation were used in the borrower's 
business. Of course the obligation would 
have to be worthless at the time of 
payment by the guarantor. This pro- 
vision apparently does not apply to a 
corporate obligation nor to a corporate 
guarantor. 

In a fourth case (Edward Baum, 
TCM 1954-146) the Court held that un- 
collectible loans to a corporation made 
by an officer stockholder were deduct- 
ible as non-business bad debts. The 
officer was not in the business of mak- 
ing loans to corporations. He maintained 
no office for the purposes of lending 
money. He did not advertise that he 
was in such a business, nor did he de- 
duct any expenses pertaining to a loan 
business. His business was that of an 
officer director of a corporation. 


When personal funds are advanced 


There is finally the case (Louis N. 
Pokress, TCM 1954-128) of a real es- 
tate broker who negotiated the pur- 
chase and sale of business properties, 
hotels, and restaurants in Florida. He 
frequently advanced his own funds as 
earnest money to bind a particular sale. 
In a particular deal acting for a Phila- 
delphia client he advanced $25,000 for 
the purchase of the stock of a corpora- 
tion operating a restaurant. Ten days 
later the client advised the broker that 
he did not wish to make the purchase. 
Not wishing to forfeit the deposit the 
broker decided to go through with the 
deal. He did not intend to go into the 
business himself but hoped to recoup 
the deposit by finding another pur- 
chaser. The corporation lost money and 
finally was liquidated. The broker in the 
meantime had made further advances 
to the corporation. He claimed a deduc- 
tion for a business bad debt loss. The 
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court held that his loss was not one in- 
curred in his business. Although he 
may have made advances for clients in 
connection with his real estate business, 
he was not in the business of making 
loans to corporations. His loss was de- 
ductible only as a non-business bad 
debt. 

The new code retains the distinc- 
tion between a business bad debt de- 
ductible in full as an ordinary loss and 
a non-business bad debt deductible as 
a short term capital loss. However a 
debt which is created in the course of 
a taxpayers trade or business or ac- 
quired by him in the course of his busi- 
ness is a business bad debt regardless 
of the relationship of the debt to a trade 
or business at the time the debt be- 
comes worthless. % 


New tax benefits under 

sick pay plans 

ONE OF THE MORE SIGNIFICANT changes 
in the tax law made by the 1954 Code 
is the section relating to amounts re- 
ceived under accident and health plans 
Section 105). Subsection (a) provides 
that amounts received by an employee 
through accident or health insurance for 
personal injuries or sickness are tax- 
able to the extent that payments are 
attributable to premiums on the insur- 
ance paid by the employer and the 
premiums were not taxable to the em- 
ployee as compensation. 

Subsection (b) relates to amounts 
expended for medical care. That sec- 
tion provides that if an employee re- 
ceives payments through accident and 
health insurance to reimburse him for 
medical expenses incurred by him for 
medical care for himself, his wife or his 
dependents, he is not taxable on such 
amounts received by him except to the 
extent that he was allowed a medical 
deduction for such expenses. 

Subsection (c) from tax 
absence from 
work. This refers to amounts received 
for permanent loss or loss of use of a 
member or function of the body or 
the permanent disfigurement of the 
employee, his spouse, or a dependent. 
The payments however must be com- 
puted with reference to the nature of 
the injury, without regard to the period 
the employee is absent from work. The 
fact that the payment is computed with 
reference to wage rates will in our 


exempts 


payments unrelated to 


opinion not affect the right to the 
exemption. 


Wage continuation requirements 


But the heart of this section is sub- 
section (d), denominated wage con- 
tinuation plans. Under this subsection 
an employee is exempt from tax on 
wages paid to him for a period during 
which he is absent from work on ac- 
count of personal injuries or sickness. 
There are certain limitations on the 
exemption. First, it may not exceed 
$100 per week. Second, for sickness but 
not injuries, wages paid for the first 
seven calendar days of absence are tax- 
able, unless the employee is hospitalized 
on account of sickness for at least one 
day during the entire period of absence, 
in which event the provision for a wait- 
ing period is eliminated. Third, the pay- 
ments must be made under an accident 
and health plan. 

The law itself does not define the 
word “plan” with any definiteness. The 
Conference Committee report states 
that an accident or health plan includes 
a plan of an employer or of an em- 
ployee association, or any other plan 
which pays accident or health benefits 
to employees. Presumably the plan does 
not have to meet any specific require- 
ments for wage payments to be exempt. 
It may be funded or non-funded, in- 
sured or non-insured. In our opinion it 
may consist of an employer policy to 
pay the wages or medical expenses to 
an employee while he is absent from 
work because of sickness or injury. 
However to constitute a plan it should 
apply to all employees and the em- 
ployees should be apprized of the fact 
that there is such a policy in effect. 

The Conference Committee report 
illustrates the seven-day exclusion pro- 
vision as follows: If on the tenth day 
of the period during which the em- 
ployee is absent from work on account 
of sickness, he is admitted to a hospital 
on account of sickness, and is dis- 
charged two days later, he may ex- 
clude from gross income any amount 
attributable to the entire period of ab- 
sence from work, subject to the $100 
per week limitation. If he is absent from 
work for a period of three days and is 
not hospitalized he is not entitled to 
exclude any amount from gross income. 
The exclusion is applicable to parts of 
a week. If the employee is absent for 
ten days, then the exclusion would ap- 
ply to the three days after the waiting 
period of seven days, computed on the 
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basis of the weekly rate prorated on the 
basis of working days but not in excess 
of $100. (See p. 21. Ed.) ¥ 


Cancellation of indebtedness 


UNDER THE 1954 Cope gross income is 
defined in Section 61 as income from 
whatever source derived. Following the 
definition is an enumeration of fifteen 
items included in the concept of gross 
income, one of them being income from 
discharge of indebtedness. This defini- 
tion is similar to the one in the 1939 
Code. 

A recent case (A. J. Bradford, 22 TC 
No. 128) dealt with the discharge of a 
note for less than the face amount, and 
the Court held under the facts that 
this constituted a realization of income. 
A bank held an unsecured note of the 
taxpayer for $100,000. A bank examiner 
required the bank to write the note 
down to $50,000. Later the bank ad- 
vised the taxpayer that it was willing 
to sell the note to anyone for its book 
value of $50,000. The taxpayer pur- 
chased the note through his wife and a 
half brother and the note was dis- 
charged. The Commissioner argued that 
the discharge of the indebtedness re- 
sulted in income to the taxpayer. The 
taxpayer argued that the bank had 
made a gift. The Court held that the 
gain on cancellation of the debt was 
taxable as ordinary income. The bank 
sold the note for what it believed it 
was worth. It had no intention of mak- 
ing a gift. * 


We think new dependents 
rule will save wrangling 


To cLAmM aA veEpucTION (formerly 
credit) for a dependent a taxpayer 
must furnish more than one-half of the 
cost of the support of the dependent. If 
the deduction in questioned, the tax- 
payer must be prepared to prove that 
he contributed more than one-half of 
the support. Cases keep coming up 
where the dependency credit is dis- 
allowed because the taxpayer cannot 
prove his right to the claim. That hap- 
pened to Daniel A. Dunaway (TCM, 
1954-108) and to Francis J. Pott 
(TCM, 1954-130). In the latter case 
the taxpayer took a dependency credit 
for two daughters who lived with the 
mother. The parents were divorced. He 
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failed to prove the total cost of the sup- 
port of the children. This was necessary 
in order to determine whether his con- 
tributions were mathematically more 
than one-half of the cost of the sup- 
port. In a third case (Saurs TCM 149) 
taxpayer contributed about $800 to- 
ward the support of two children, but 
the taxpayer failed to show the total 
amount required for their support. The 
Court therefore had no way of deter- 
mining whether $800 constituted more 
than one-half of the total amount spent 
for the children. 

Under the 1939 Code it was difficult 
to obtain the dependency credit where 
a dependent was supported by several 
persons, particularly where no one per- 
son contributed more than one-half the 
support. Under the new law it is now 
possible for one of the persons to claim 
the deduction. It may now be taken by 
any one of the individuals who con- 
tribute over 10% of the support. How- 
ever, if one of them contributes more 
than one-half only he may claim the 
deduction. In a multiple support situa- 
tion, other individual who con- 
10% must file a written 
that he will not claim a 
deduction for the same dependent for 
any 


every 
tributes over 
declaration 


taxable year beginning in such 
calendar year. Under the new provi- 
sions taxpayers can take turns at claim- 
ing the deduction. ¥ 


Capital gains treatment 
assured on patents 


THE NEW CODE allows capital gain treat- 
ment for gain resulting from the trans- 
fer of all substantial rights to a patent 
or of an undivided interest in the 
patent. It is immaterial whether the in- 
ventor is an amateur or a professional. 
Under the former code a professional 
inventor was required to treat such a 
gain as ordinary income. The payments 
received may be made periodically over 
a period co-terminous with the trans- 
feree’s use of the patent or contingent 
on the productivity, use, or disposition 
of the property transferred. The sale of 
the patent may thus take the form of an 
assignment or an exclusive license and 
hence royalties may qualify for capital 
gain treatment. 

That question was never free from 
doubt under the 1939 Code and cases 
can be found on both sides of the ques- 
tion. In a recent case (The Heater 
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Corp., TCM, 1954-151) a corporation 
held certain patents relating to gas heat- 
ing equipment. (See also p. 52.) 
Under a licensing agreement it 
granted an exclusive license to a cor- 
poration to make or have made, use and 
sell, and to sublicense others to make, 
use and sell any products or devices 
embodying any of the inventions 
covered by the U.S. patents owned by 
the taxpayer. The licensee had the right 
to bring suit for infringement of the 
patents or to defend infringement suits. 
Royalties were to be paid at specified 
rates. The agreement also contained a 
provision whereby the licensee could 


acquire all rights under the patent upon 
payment of $250,000 over a period of 
five years. 

The Commissioner held that the 
royalties were ordinary income. The 
Tax Court held that “the weight of 
authority supports the petitioner's con- 
tention that the contract effected a sale 
of the patents and the amounts received 
were purchase prices rather than royal- 
ties.” The taxpayer had held the patents 
more than six months and so realized 
long term capital gains. That of course 
would be the result under the new 
Code, even though the patents had 
been held for less than six months. * 





How to get tax deduction for hurricane 


losses and other casualties 


Hurricanes “Carou”, “Epna” and 
“Hazel” of about which the east coast 
heard so much, leave in their wake some 
comfort for afflicted citizens in the form 
of tax concessions for damage suffered. 
The J. K. Lasser Tax Report prepared 
a special memo for its subscribers on 
how to handle these casualty losses, 
taxwise. We asked them to let us bring 
you the gist of this memo; it is quoted 
below. 

While the hurricanes are the present 
point of concern, these rules also apply 
to other casualty losses. 

Storm losses are casualties. Hurri- 
cane victims will be allowed tax deduc- 
tions for their losses. But the amount 
of deduction can be reduced substan- 
tially, even lost in its entirety becatise 
victims do not know how the tax rules 
operate and what steps must be taken 
now to insure maximum tax write off. 


Insurance coverage 


The amount deductible for casualty 
loss must be reduced by an insurance 
recovery. Check your property insur- 
ance policies immediately. If damage 
was extensive, have your attorney check 
the policies. You may find that your 
policy gives more or less protection than 
you thought. That will affect the 
amount which is deductible. For in- 
stance, you may find your policy doesn’t 
give you any insurance coverage against 
hurricane loss. Or conversely, that a 


policy, which you did not think gave 
you any coverage, will result in some 
recovery. 


Fixing year of deduction 

Normally, your loss is deductible 
only in the year in which the storm oc- 
curred. That means you will have to 
take your loss deduction this year or not 
at all. 

There are two exceptions to this rule 
which have case law support but which 
do not meet with Treasury approval: 

(1) If the extent of damage cannot 
be fixed this year, you may be able to 
delay taking a deduction until a later 
year. Say, damage to your property 
superficially appears to be slight but 
you suspect latent destruction. While 
you lost no shrubbery, you know that 
salt water seepage will do extensive 
damage to plant life which will show 
up next spring. You might be able to 
get a deduction next year. 

(2) If the amount of your insurance 
coverage is disputed, you can delay tak- 
ing deduction until year of settlement 
with the insurance company. Theory 
is that since your deduction is limited 
by insurance coverage, if you can’t de- 
termine the amount of recovery, you 
can’t fix the amount of your loss. 

Note the Treasury does not agree. 
It says you should fix your loss this 
year by taking into account the maxi- 
mum insurance recovery. That will fix 
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the minimum loss you suffered this year. 


Business v. non-business property 


Casualty loss to either type of prop- 
erty gives a tax write off. But the 
tax rules covering each type of property 
differ and that difference may affect 
the deductible amount. The different 
tax treatment may not only vary the 
amount of deduction, it may determine 
how you take your deduction. 

The only gain or loss you had this 
year is storm loss to your residence. 
You take your casualty loss deduction 
from adjusted gross income. If you 
elect the optional standard deduction 
and do not itemize your non-business 
deductions, you also pass up your casu- 
alty loss deduction. 

Business property damage 

In computing your loss, the amount 
deductible is limited by your tax cost 

depreciated cost or other adjusted 
basis) reduced by salvage value and 
any insurance recovery. The loss is de- 
ducted from gross income. 


Non-business property damage 


The amount deductible is the differ- 
ence between market value of the prop- 
erty immediately before the storm and 
market value immediately after but not 
in excess of your tax cost reduced by 
any insurance recovery. According to 
the Treasury that’s the rule regardless 
of whether your property is completely 
destroyed or only damaged. Fixing 
those market values is up to the tax- 
payer. On a large loss, it will pay to 
get an immediate appraisal from an ex- 
pert who knew the property both be- 
fore and after it was hit by the hurri- 
Otherwise, you may have a seri- 
ous problem in proof of the amount of 


kc SS. 


cane. 


Repair expenses do not fix your loss. 
You still have to measure it by loss in 
market values. But the courts and 
agents will consider repair expenses as 
a guide. So keep your repair expense 
records. They can be important. 


Shrubbery and tree loss 

Maybe your home was not damaged, 
but you had extensive landscaping de- 
struction around your home. In figur- 
ing your loss, you don’t take separate 
costs or separate values of trees and 
shrubbery. Your loss is still measured 
by market values (before and after) of 
the entire property. 

As a starting point, you might secure 


a copy of “The Small Timber Owner 
and His Federal.Income Tax,” Agricul- 
tural Handbook No. 52, February 1953. 
This handbook of values put out by the 
Forestry Service has unofficial Treasury 
sanction. But the handbook is only a 
starting point guide. You may be able 
to get a bigger loss deduction by show- 
ing a tree had particular value due to 
its location, etc., with the result that 
loss in value on the entire property is 
larger than might initially appear. Note 
if you replaced the destroyed shrubbery, 
agents often will accept replacement 
values as a measure of loss. 


Preventive expenses 

To limit damage, you may have taken 
preventive steps. Are such expenses 
deductible? Some early Treasury rul- 
ings allowed a deduction for such ex- 
penditures if incurred for the purpose 
of preventing further damage from a 
particular storm. 


Rehabilitation aid 

If your employer gives a helping hand 
with rehabilitation assistance, such pay- 
ments are treated as an insurance re- 
covery. That reduces the amount of 
your deductible casualty loss. If the 
payments received exceed the tax cost 
of your property you will not have a 
deductible loss and the excess cannot 
be used to increase the basis of your 
property. The employer can secure a 
deduction for such payments as an or- 
dinary and necessary expense; the em- 
ployee does not realize income as a re- 
sult. 


Deducting storm losses 


Your loss normally is an ordinary one, 
fully deductible, regardless of whether 
business or non-business property is 
damaged. But you will have to con- 
sider the operation of Code Section 
117 (j) (now Code Section 1231), 
which may have the effect of limiting 
your loss as an offset against capital gain 
income. Gains and losses from such 
transactions are totalled. If a net gain 
results, the net gain is capital gain. If 
a net loss results, gains and losses are 
treated separately—tax treatment de- 
pends on the type of asset involved. 

Say a summer cottage was destroyed. 
It is a capital asset and it has been in- 
voluntarily converted. That may re- 
quire offsetting your loss against 117 (j) 
gains realized this year. So go slow on 
profitable sales of business property over 
the remainder of the year. Your fully 
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deductible casualty loss might give only 
an offset against capital gain—if all your 
117(j) transactions result in a net gain. 


Net operating loss 

Normally, a non-business loss can be 
offset only against non-business in- 
come in determining whether you have 
a net operating loss—and its amount— 
in any one year. An exception covers 
casualty losses. In effect, all casualty 
losses (business and non-business prop- 
erty) are treated as business losses. So 
if storm loss runs high, you may not 
only eliminate all taxable income this 
year but benefit by a carryback (two 
years) or carryover (five years) to off- 
set prior and future income. ¥ 


H’ya, Doc' 


It pays to have an injury; 
It’s no good being ill. 

Just give me splints and iodine— 
No medicine, no pill. 


If I'm attacked by viruses, 
Don’t say that I've been sick; 
But write that I've been wounded, 
please, 
And spread it on quite thick. 


Thus, “laryngitis,” “Quincy throat’— 
Mere sicknesses denote. 

Why can’t you say I suffer from 
“Abrasions” of the throat. 


“What's in a name! “the Great Bard said. 
Such depth of naiveté! 
Should William not have sensed a 
name's 
Effect on take-home pay? 


‘Though sticks and stones may break 
my bones 
A name can really harm me. 
While I detest a “stomach-ache,” 
“Contusions,” “fractures,” charm me. 


So if you wish to keep my trade 
And have your business thrive, 

Please make your diagnosis with 
An eye on 105. 


But if you must be ethical 
And use a term abhorred, 

Arrange my reservation for 
The convalescent ward. 


C. J. Busick 


11954 Code section 105(d). (See p. 19. Ed.) 
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Expenses for securing. employment are 
non-deductible. Taxpayer, a trade asso- 
ciation executive, deducted $1874 spent 
for steno services, printed résumés, etc. 
in trying to find employment after he 
lost his old position through illness. The 
Tax Court disallowed the deduction 
because taxpayer must have an exist- 
ing right or interest in producing or 
collecting income. Raymond L. Collier 
v. Comm., TCM 1954-147. 


Expenses to secure employment not 
deductible. Cost of a motor trip to New 
York to secure employment not deduc- 
tible as trade or business expenses. Nor 
are they deductible as incurred for in- 
come; the taxpayer's expenses were not 
incurred to protect income he had; they 
were incurred in an attempt to obtain 
income. Leon and Edna _ Chooluck, 
TCM 1954-150. 


Contributions to world federalist group 
not deductible. Taxpayer transferred 
securities and cash to a trust for pro- 
moting World Federalism. The Com- 
missioner had exempted the trust as 
tax exempt as a civic league. However, 
contributions are deductible for income 
tax and gift tax purpose only if made 
to an “educational” organization. The 
Court examined the deed of trust creat- 
ing the Foundation and the uses to 
which its funds were put and con- 
cluded it was not academic or educa- 
tional; it sought to arouse widespread 
popular demand for world government 
—a political objective. Estate of Anita 
McCormick Blaine 22 TC No. 148. 


Fee for care in home not deductible. A 
taxpayer may not deduct a “founder’s 
fee” which, when paid with an entrance 
fee to a non-profit institution, entitles 
him to life care. This is a personal ex- 
pense. Rev. Rul. 54-430. 


Cohen rule applied to uncompensated 
casualty loss deductions for hurricane 
damage. Taxpayer corporation operated 
a Florida hotel. In 1947 and 1948 the 
property was damaged by hurricane. 
He received approximately $10,000 
from insurance and claimed approxi- 
mately $35,000 additional damage as 
a casualty loss deduction. The Tax Court 
allowed only $15,000 under the Cohen 
Rule for uncompensated casualty loss 


deduction as the evidence was vague 
and unreliable. Oceanic Apartments, 
Inc., TCM 1954-168. 


Payments in settlement of fiduciary ac- 
counts deductible as ordinary business 
expense where no charge of bad faith 


or dishonesty. Taxpayers, executors and 
trustees of the estate of Ernest Macy 
personally made payments of over a 
million dollars in settlement of objec- 
tions to their accounting as fiduciaries 
made by a special guardian for nine 
infant contingent beneficiaries. There 
was no charge of dishonesty or bad 
faith. The Circuit Court, affirming the 
Tax Court, allowed deduction of the 
payments as ordinary and necessary 





Dependency exemption commences 
with date of adoption decree or 
denial because of natural parent's 
mental capacity. For determination 
of dependency exemption a legally 
adopted child shall be considered a 
child of whole blood from the date 
the adoption decree is issued. In 
cases in which an adoption decree is 
denied because of the natural par- 
ent’s mental incapacity, the “adopt- 
ing” parent shall be allowed a de- 
pendency exemption from the date 
of the denial of such adoption de- 
cree. IRB 1954-43. 


Dependency credit denied for lack 
of proof. Taxpayer claimed as de- 
pendents his two children who re- 
sided with his divorced wife. He 
paid $520 for their support and 
provided toys, some clothing and 
entertainment which he estimated 
cost $264.35. Taxpayer's former 
wife testified that three-fourths of 
her $1950 earnings were spent for 
the children and that her sister and 
brother-in-law bought clothing and 
made expenditures for the children. 
The Court found it impossible to 
make an accurate finding as to the 
amount the wife spent or the total 
amount spent, so dependency credit 
was denied since taxpayer failed to 
prove he provided more than one- 
half their support. Stanley H. Saurs 
v. Comm., TCM 1954-149. 


Dependency credit denied for lack 
of proof. Commissioner assessed de- 
ficiencies on taxpayer’s 1947, 1948, 
and 1949 returns. Taxpayer filed for 
refund and later sued on the ground 
he was entitled to three additional 
dependency credits. Taxpayer, dur- 





DEPENDENCY AND 


DIVORCE CASES 


ing the years in question, was mar- 
ried to a second wife who had three 
children by a prior marriage whose 
father contributed to their support. 
Taxpayer paid support for two chil- 
dren by a prior marriage, who lived 
with their mother. Taxpayer and his 
second wife also had a child. Tax- 
payer originally claimed his two 
children by a former marriage and 
the child by his marriage with his 
second wife as dependents. The Dis- 
trict Court held taxpayer had not 
proven he contributed more than 
half the support of any of the chil- 
dren except the child by his marriage 
with his second wife. Lathan Marion 
Wayman v. U.S., DC Ky., 7/30/54. 


Support payments from community 
property taxed to wife are not tax- 
able to her as alimony or support. 
[Acquiescence.] A wife living in 
Iowa received support and mainte- 
nance payments under a California 
decree from her husband in Cali- 
fornia. The payments were made 
from community income which was 
already taxed to her. The Court held 
the support payments were not there- 
fore taxable to the wife. Marjorie 
Hunt, 22 TC No. 32. 


Ex-wife taxable on community in- 
come to divorce. Taxpayer was di- 
vorced on May 31 from her former 
husband, a member of a law part- 
nership whose year ended June 30. 
The Court holds that since the earn- 
ings were community income, she 
is taxable on 11/45 of one-half of his 
partnership net income for the year 
ended June 30 despite the fact that 
the property settlement made no 
mention of this income. Harold K. 
Hockaday, 22 TC No. 165. 
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business expenses. They were not capi- 
tal expenditures even though taxpayers 
might derive greater income from the 
trusts in the future because of the pay- 
ments. Valentine E. Macy, Comm. v. 
CA-2, 9/21/54. 


Method for computing gain from sale 
of residence. Where taxpayer's prin- 
cipal residence is sold on a deferred 
payment sale, not on an installment 
plan, at a gain, and a new one pur- 
chased within a year, two computa- 
tions are necessary under 112(n); first, 
the amount of gain on the sale under 
Sec. 111, and second, the amount of 
non-recognized gain under 112(n). 
Rev. Rul. 54-380. 


Extra amount received on sale of stock 
held ordinary income. Taxpayers, stock- 
holders in a corporation which had a 
contract with a partnership of which 
taxpayers were partners, sold their 
stock in the corporation. They received 
extra money for the sale of the stock 
because the partnership contract to 
manage, subdivide and sell lots for 10% 
commission was cancelled. The Circuit 
Court affirmed the Tax Court’s decision 
that the extra money was ordinary in- 
come since it was equal to the 10% 
commission they would have received 
if the contract had not been cancelled. 


Joseph Roscoe v. Comm., CA-5, 9/3/54. 


Subsistence allowance of state police 
officer not taxable as it was for con- 
venience of employer. Taxpayer, a New 
Jersey state policeman, was paid a 
monthly sum of $70 for meals while on 
duty in lieu of meals previously pro- 
vided by the state. The meals had to be 
eaten at a prescribed place and time. 
(Distinguishing this case from Hyslope, 
21 TC No. 15.) The Circuit Court re- 
versing the Tax Court held the meals 
were for the convenience of the em- 
ployer and not includible in gross in- 
come. (1954 Code makes such expenses 
deductible.) Robert H. Saunders v. 
Comm., CA-3, 9/22/54, reversing 21 
TC No. 71. 


Period for additional allowances for 
members of armed forces is extended. 
All compensation received by enlisted 
personnel and compensation of commis- 
sioned officers not in excess of $200 for 
active service in a combat zone between 
June 24, 1950 and January 1, 1955 or 
during a period of hospitalization on 
account of such service is excludible 
from gross income. IRB 1954-42, 9. 
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Mining company with negative basis 


must handle additions carefully 


ee COMPUTING GAIN or loss upon the 
sale of a natural-resource property, 
the adjusted basis of the property can- 
not be reduced below zero, even though 
percentage-depletion allowances have 
exceeded the taxpayer's adjusted basis 
for depletion, says Rev. Rul. 54-421 
(IRB 1954-39,7). The ruling explains 
that to hold otherwise would be, in 
effect, to tax in the year of disposition 
those amounts which were specifically 
excluded from taxation by section 
114(b) of the 1939 Code. 

Lurking in the middle of this other- 
wise reasonable ruling is the following 
exception: “However, any percentage 
depletion allowances made after its 
adjusted basis has been reduced to zero 
should be applied against the cost of 
any subsequent capital additions to the 
property in determining the current ad- 
justed basis of the property. See 
G.C.M. 22239, C.B. 1940-2, 105.” (The 
phrase, “current adjusted basis,” is a 
new one—but more about that later.) 
The G.C.M. has always seemed to us 
to be illogical; for example, it requires 
reduction of basis for an additional oil 
well before the cost of such well has 
been incurred—a circumstance which at 
the very least offends our sense of or- 
derliness. More important is the fact 
that the G.C.M. provides a dismal 
prospect for anyone trying to decide 
whether or not to take a chance on the 
additional well. 

The application of the exception 
(that is, the G.C.M.) can lead to the 
very result that this new ruling seeks 
to avoid: denial of depletion deductions 
specifically granted elsewhere in the 
Code. Thus the cost of an additional 
well may never be recoverable by cost 
depletion, where percentage-depletion 
deductions with respect to the first well 
exceeded the capital cost of the first 
well. Also, such a result may be re- 
garded as a circuitous way of denying 
a part of the percentage-depletion de- 
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ductions granted in previous years. 

Not only does the exception appear 
to lack the orderliness and the logical 
result which Congress must have in- 
tended with respect to depletion deduc- 
tions, but also the exception seems to 
be entirely at variance with the tech- 
nical provisions of the law. The prin- 
cipal portion of the new ruling relates 
specifically to what amount shall be the 
adjusted basis for determining gain. It 
holds that such “adjusted basis of the 
property cannot be reduced below 
zero.” 1939 Code Section 23(m) 
grants the depletion deduction; Section 
23(n) provides that the basis for such 
allowance shall be as provided in Sec- 
tion 114; Section 114, in turn, provides 
that the basis for computing depletion 
shall be the adjusted basis for determin- 
ing gain. Query: How can such basis 
be zero in one case and a negative 
amount in another case? Answer: In 
we determine the ordinary, 
garden-variety “adjusted basis”; in the 
other case, we determine the “current 
adjusted basis.” Rebuttal: I can’t find 
“current adjusted basis” in the Code. 

The ruling is presented in Part II 
of the Bulletin and therefore is appli- 
cable under the 1939 Code, without 
consideration as to its application under 
the 1954 Code. However, changes in 
the 1954 Code in this area have not 
been of a nature to lead the Service to 
rule differently—at such time as the 
Service has its new regulations out of 
the way and feels disposed to consider 
application of prior rulings to the new 
Code. Hence any mining company 
having a negative current adjusted basis 
should consider whether additional costs 
with respect to a property may be 
charged off either as operating expenses 
or as development expenditures, and 
should consider the possible effect of 
this ruling when making election to ag- 
gregate separate interests (under 1954 
Code section 614(b) ). a 
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Fascinating tax advantages to investor in 


new Canadian investment companies 


"HE LATEST DEVELOPMENT in the 

eternal search for capital gains is 
founded upon the elementary principle 
of the Internal Revenue Code that a 
foreign corporation is not subject to tax 
on income from sources without the 
United States. This, coupled with the 
growing interest in Canadian invest- 
ments, has resulted in a rash of man- 
agement investment companies, organ- 
ized under the laws of Canada, to pro- 
vide residents of the United States 
with a medium for investment in the 
securities of companies deriving their 
income from sources without the United 
States and particularly from Canada. 
Those which have come to our atten- 
tion include New York Capital Fund of 
Canada, Ltd., United Funds Canada, 
Ltd., Scudder Fund of Canada, Ltd., 
New York Capital Fund of Canada, 
Ltd., Canada General Fund (1954) 
Limited, and Keystone Fund _ of 
Canada, Ltd. 

Typical is the New York Capital 
Fund of Canada, Ltd. Its prospectus of 
August 13, 1954, contains an excellent 
description of the tax aspects of the 
arrangement, as follows: [The bracketed 
material, as well as the italicized topi- 
cal headings, represent the comments 
of this Department's editors. ] 


Tax SIGNIFICANCE OF Funp 


1. Taxes imposed upon the corporation 
(a) U.S. corporate tax—Since the Fund 
intends to conduct its operations in such 
a manner as to be classified as a “non- 
resident foreign corporation” for United 
States income tax purposes and to real- 
ize no taxable income from sources 
within the United States, it will incur 
no United States income tax liability. 


The intention of the Fund is to accu- 
mulate and reinvest its net income and 
gains remaining after payment of ex- 
penses and not to distribute such in- 
come or gains to its shareholders. 

[It is interesting to observe how the 
corporation avoids the impact of Sub- 
chapter G of Part I, entitled “Corpora- 
tions Used to Avoid Income Tax on 
Shareholders,” which deals with Cor- 
porations improperly accumulating sur- 
plus (formerly the §102 surtax), per- 
sonal holding companies and foreign 
personal holding companies. 

The first two are avoided as a result 
of the source of the corporation’s in- 
come. While a foreign corporation is 
subject to these taxes, the gross income 
of a foreign corporation includes only 
income from sources within the United 
States, whether the corporation is 
(I.R.C. §882(b)) or is not (§881(a) ) 
engaged in trade or business in the 
United States. Since it is intended that 
the corporation realize no taxable in- 
come from sources within the United 
States, the corporation will realize no 
gross income for United States tax pur- 
poses and, accordingly, will have no 
taxable income subject to the normal 
tax and surtax (I.R.C. §11), the ac- 
cumulated earnings tax (I.R.C. §531), 
or personal holding company tax 
(I.R.C. $541). 

The personal holding company tax 
is also avoided by the stock ownership 
requirement which also avoids classi- 
fication of the corporation under the 
third provision of Subchapter G, as a 
foreign personal holding company. To 
qualify as either a personal holding 
company or a foreign personal holding 
company, more than 50% of the value 


of the outstanding stock must be 
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owned, directly or indirectly, by or for 
not. more than five individuals (1I.R.C. 
§542(a)(2), §553(a)(2)). It seems 
to be sanmned that the stock of the 
corporation will be too widely held for 
concern on this score. ] 


(b) Canadian corporate tax—The present 
Canadian tax laws do not impose a tax 
on capital gains realized through the 
sale of investment securities although, 
under those laws, profits realized by 
“trading” in securities are taxable as 
ordinary income. The distinction be- 
tween the sale of investment securities 
and trading in securities is not clearly 
defined under existing Canadian law. 
The Fund, however, does not intend to 
trade in securities, but merely will en- 
gage in investing and reinvesting, and 
expects to conduct its operation so as 
to incur no Canadian income tax on 
capital gains. Correspondingly, capital 
losses, if any, sustained by the Fund 
would not be allowable as tax deduc- 
tions. 

The existing Canadian Income Tax 
Act permits certain investment com- 
panies in which Canadian residents 
have less than a 5% stock interest to 
elect annually between two alternative 
methods of income taxation. Such a 
company may elect each year to be 
taxed as a “non-resident-owned invest- 
ment corporation” or as a regular Cana- 
dian corporation. If it elects to be 
taxed as a “non-resident-owned invest- 
ment corporation,” the company is sub- 
jected to Canadian income tax at the 
flat rate of 15% of its taxable income 
rather than at the normal Canadian 
corporation rate (presently 20% on the 
first $20,000 and 49% on the balance). 
However, the income for tax purposes 
of a “non-resident-owned investment 
corporation” includes dividends re- 
ceived from other Canadian corpora- 
tions and the company is not entitled 
to certain expense deductions allowed 
to regular Canadian corporations which 
pay taxes at the normal rates. If such 
a company elects to be taxed as a regu- 
lar Canadian corporation rather than 
as a “non-resident-owned investment 
corporation,” it would pay the higher 
regular Canadian tax on its taxable 
income, but dividends from other 
Canadian corporations generally would 
not be included in its taxable income. 
In either case, interest income would be 
treated as taxable income. 

The Fund expects to be and remain 
in a position to elect to be taxed as a 
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“non-resident-owned investment  cor- 
poration” for Canadian tax purposes 
since it is intended that less than 5% 
of its shares will be owned beneficially 
or of record * » Canadian residents and 
since, under its Letters Patent, it has 
power to control the percentage of 
Canadian ownership through manda- 
tory redemption at net asset value of 
any shares acquired by Canadian resi- 
dents. When it appears that the Fund’s 
income for any particular taxable year 
of its operations will consist principally 
of interest, it is probable that the Fund 
would elect to be taxed as a “non- 
resident-owned investment  corpora- 
tion” because of the lower applicable 
tax rate. Conversely, where it appears 
that the income of the Fund for any 
particular year will consist principally 
of dividends received on securities of 
Canadian corporations, the Fund prob- 
ably, if then permitted, as it is now, 
under the applicable Canadian law, 
would elect to be taxed as an ordinary 
Canadian corporation and to pay tax at 
the ordinary Canadian corporate rates 
only on its non-dividend income. In all 
decision of the Fund’s 
management as to whether or not to 
make the election in any year will be 
made with the object of obtaining the 
most favorable Canadian tax treatment 
for the Fund and its shareholders. 


events, the 


2. Taxes imposed upon the shareholders 


(a) Withholding of Canadian tax—The 
Fund would not be required to with- 
hold any Canadian income tax from 
dividends paid to United States resi- 
dents so long as in every year it had 
qualified as a “non-resident-owned in- 
vestment corporation.” If it had not so 
qualified in each year, the amount of 
tax, if any, withheld from distributions 
would be not in excess of 15% of the 
income of the Fund for the years for 
which it did not obtain “non-resident- 
owned investment corporation” classi- 
income taxes 
for such years paid by the Fund would 
serve to reduce the withholding tax rate 
below 15%. Moreover, in any year in 
which the Fund is not a “non-resident- 
owned investment corporation” it will 
be required to withhold Canadian in- 
come tax at a rate not in excess of 15% 
upon that portion of redemption pay- 
ments which represents accumulated 
earnings (excluding capital gains) of 
the Fund. Under existing law, the 
Canadian withholding tax would not 
be applicable to distributions made 


fication; any Canadian 


from capital gains realized by the Fund 
in any year. Any Canadian income tax 
withheld from distributions to United 
States residents would, to the extent 
permitted or limited by the United 
States tax laws, be allowed as a credit 
to the United States shareholder against 
his United States income taxes. Atten- 
tion is called to additional references 
to the Canadian withholding tax in the 
discussion following of “Shareholders 
Right of Redemption.” [The portion of 
the prospectus so referred to yields the 
additional data in the next paragraph.] 

The actual dollar amount received by 
a shareholder on redemption would be 
less than the net asset value in those 
cases where the payment to the share- 
holder is subject to Canadian income 
tax to be withheld by the Fund and 
paid over to the Canadian tax authori- 
ties. This is discussed above under the 
caption “Tax Significance of Fund.” 
The amount, if any, of the withholding 
tax that would be payable would de- 
pend upon the status of the Fund for 
Canadian income tax purposes, as 
pointed out under the aforesaid cap- 
tion and, if payable, would apply only 
to such part of the payment per share 
as might represent the proportionate 
part per share of accumulated income 
of the Fund. The rate of the withhold- 
ing tax would not, under existing law, 
exceed 15% of the per share portion of 
such accumulated income. This with- 
holding tax, if and to the extent appli- 
cable, would apply equally to all shares 
redeemed on a given day regardless of 
when they were issued. For United 
States income tax purposes, the share- 
holder would compute his gain or loss 
by reference to the net asset value 
without deduction for any Canadian 
taxes withheld. The amount of any 
such tax withheld, however, would be 
available to the shareholder either (1) 
as a credit against his United States 
taxes to the extent allowed by the 
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United States Internal Revenue Code, 
or (2) as a deduction from gross in- 
come. 

[The prospectus of August 11, 1954, 
of United Funds Canada, Ltd., quoted 
in the next paragraph, is a little more 
precise on this point.] 

Any Canadian tax so withheld from 
payments to United States residents 
would be available to such share- 
holder either (a) as a credit against his 
United States taxes to the extent per- 
mitted by the United States Internal 
Revenue Code [I.R.C. §901] or (b) 
as a deduction against income [I.R.C- 
§164(b) (6)]. The withholding tax can 
be used as a credit against United 
States income taxes only to the extent 
that the shareholder has income from 
Canadian sources. The amount of the 
credit for all Canadian income taxes 
paid by the shareholder in any year 
may not exceed the proportion of his 
United States taxes which corresponds 
with the ratio of his net income from 
Canadian sources to his total net in- 
come [I.R.C. §904(a)]. To the extent 
that a shareholder, on redemption of 
his shares, cannot use the full amount 
of the withholding tax as a credit 
against taxes, the shareholder will real- 
ize less than the full net asset value of 
the shares, and this factor may affect 
the price at which he could sell his 
shares in an over-the-counter market. 
As an alternative to using the tax as a 
credit, the shareholder may elect to 
claim the Canadian withholding tax as 
a deduction against income. 


(b) United States Tax on Shareholders 
—The Fund will not be able to qualify 
as a “regulated investment company” 
for United States income tax purposes 
under Subchapter M since it was not 
organized under the laws of the United 
States. [I.R.C. §851(a).] Accordingly, 
any dividend distribution made to its 
shareholders by the Fund, whether 





THE CANADIAN PREss reports that 
Unites States investors have been 
buying up Canadian securities at a 
near-record pace. The _ dispatch, 
which appeared in The New York 
Times for October 30, 1954, says 
that federal securities statisticians 
estimated that the rate of purchase 
in the three months of June-August 





U.S. INVESTMENTS IN CANADA INCREASING RAPIDLY 


was the second highest in post-war 
years, exceeded only in the first half 
of 1952 when the Americans got oil 
fever. 

The major new influence in this 
buying speed-up appears to be the 
increasing number of American- 
owned non-dividend investment con- 
cerns operating in Canada. 
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such distribution was made from in- 
come or out of capital gains, would be 
taxable to its United States share- 
holders, under existing United States 
income tax laws, at ordinary income 
tax rates rather than at capital gains 
rates. [Under the provisions of Sub- 
chapter M, a dividend declared out of 
long-term capital gains may be taxable 
to the stockholders at capital gains 
rates. L.R.C. §852(b) (3) (B).] If any 
such distribution were to be made, the 
Fund would disclose to its shareholders 
the extent, if any, to which such distri- 
butions had been paid out of capital 
gains and the basis for calculating such 
gains. However, as stated above, it is 
not the intention of the Fund to pay 
dividends. 

A shareholder of the Fund who has 
held his shares for a period of more 
than six months may, under existing 
United States income tax laws, sur- 
render all of his shares to the Fund for 
redemption without rendering himself 
liable for United States income tax at 
the ordinary income graduated rates on 
the excess, if any, of the redemption 
price over the tax cost of his shares, and 
such excess, if any, would be taxable 
at capital gain rates (presently a maxi- 
mum of 25%). This result is now as- 
sured under the Internal Revenue Code 
of 1954. Similarly, any profit realized 
by a United States resident upon the 
sale of all or any portion of his shares 
in the open market would be taxed at 
capital gain rates for United States in- 
The Federal in- 
come tax consequences of stock re- 
demptions now are governed by Section 
802 of the Internal Revenue Code of 
1954, pursuant to which amounts re- 
ceived by a shareholder upon redemp- 
either as dividends 
taxable at ordinary income tax rates or 


come tax purposes. 


tion are treated 
as the proceeds of a sale taxable at 
capital gain rates. Section 302 specifi- 
cally provides for capital gains treat- 
ment in both of the following situations 

compliance with certain 
conditions): (1) situations 
where the redemption completely termi- 
nates the shareholder’s interest in the 
corporation, and (2) situations where 
the redemption reduces the stock in- 
terest of the particular shareholder by 
more than 20%. Section 302 is highly 
technical and in all events should be 
examined carefully by any shareholder 
in connection with any particular re- 
demption. It is important to note that 
certain rules of constructive ownership 


( assuming 
specified 
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are applied in determining the extent of 
a shareholder’s interest before and after 
redemption; thus, account may be taken 
not only of his own shares but also of 
shares owned by certain related tax- 
payers and corporations, partnerships, 
estates and trusts in which the share- 
holder has an interest. 


(c) Canadian estate tax—Since the Fund 
will maintain a Transfer Agent in the 
United States for the transfer of shares 
on the books of the Fund, no Provin- 
cial succession duties would, under 
present laws, be payable to any Prov- 
ince of Canada upon the death of a 
resident of the United States holding 
shares of the Fund so long as the trans- 
fer of such shares is effected on the 
books of the Fund at the office of the 


United States Transfer Agent. Domin- 
ion succession duties, as distinguished 
from Provincial, with respect to shares 
of the Fund would, however, be pay- 
able to Canada. Generally, such Cana- 
dian Dominion succession duties would 
be allowed as a credit against the 
United States estate tax to the extent 
that the effective Canadian tax rate 
does not exceed the effective United 
States tax rate. In those cases where, 
under United States estate tax laws, the 
shares of the Fund are included in a 
portion of the decedent’s estate which 
is the subject of the estate tax marital 
deduction or of a deduction for chari- 
table bequests or previously taxed prop- 
erty, the credit otherwise allowable 
may be reduced or be wholly unavail- 
able. % 





New opportunities in estate 


planning of nonresident aliens 


77 FLOOD OF LITERATURE on the new 
4 tax law has generally done no more 
than mention in passing the changes in 
its impact upon nonresident aliens. 

Leroy E. Rodman has done his part 
to remedy that situation in his discus- 
sion of the effect of the 1954 Code upon 
the estates of nonresident aliens (Trusts 
and Estates, August, 1954, p. 736). 
Two important changes, he feels, open 
new opportunities for estate planning 
in the case of nonresident aliens. 


Situs of certificates now irrelevant 

The first, Section 2104(a), provides 
that for estate tax purposes stock of a 
foreign corporation is not situated in the 
United States even though the certifi- 
cates are physically located in the 
United States at the date of death. 

Mr. Rodman traces the background of 
the provision thus. “Before World War 
II, it was common practice for non- 
resident aliens to hold securities in the 
United States in so-called number ac- 
counts standing in the name of Swiss or 
other foreign banking firms. The death 
of the real owner seldom if ever came 
to the attention of the United States 
tax authorities since such estate admin- 
istration proceedings as might be neces- 
sary took place abroad. The foreign 
banking firm, moreover, relying on its 
‘banking secret,’ failed to disclose the 


death of the real owner. At the same 
time, the United States broker or bank 
holding the account remained innocent 
of any tax evasion because it had no 
knowledge of the decedent’s death. 
The result was that United States estate 
taxes were of little or no concern to a 
nonresident alien seeking to invest in 
the United States. 

“World War II regulations which 
compelled, under certain circumstances, 
United States banks and brokers to 
identify ownership of accounts of this 
type put an end to such practical im- 
munity from United States estate taxes. 
The result was a withdrawal of many 
such accounts from the United States 
and a consequent loss of business to 
United States banks, trust companies, 
and brokers carrying accounts for such 
nonresident aliens, without any com- 
pensatory increase in taxes to the United 
States. 

“The new sections represent an at- 
tempt to attract the return of such ac- 
counts to the United States. While 
the new legislation does not eliminate 
all of the problems, it does at least 
represent a substantial step in that di- 
rection.” 

The problems not eliminated include 
the continuance of United States taxa- 
tion of stock of domestic corporations, 
regardless of where the certificates are 
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located (Section 2104(a)), and the 
taxation of bonds of either domestic or 
foreign corporations if the bonds are 
located in the United States at time of 
death. To the nonresident alien not 
adequately oriented in the (to him) 
quaint United States tax philosophy, the 
taxability of these items is merely a trap 
for the unwary, the unsophisticated, or 
the unadvised. 


Gift tax on intangibles 


The second change made by the 
1954 Code is also concerned with the 
taxation of intangibles, in this instance, 
the gift tax on intangibles. However, 
unlike the change in estate tax pre- 
viously discussed, the remedy was al- 
On the 
other hand, the exemption of intangi- 
bles from gift tax is available only if 
the nonresident alien donor is not en- 
gaged in trade or business at any time 
during the calendar year of the gift. 
This requirement is not imposed in re- 
spect of the estate tax exemption of 
stock of foreign corporations. 

Prior to the 1954 Code, the gift of an 
asset having a United States situs was 
subject to gift tax. Only recently we 
were consulted on this problem. (While 
this Department does try to avoid the 
salacious, some of the best remembered 
and pungent illustrations are susceptible 
of that characterization. ) 

A very wealthy member of the Cap 
d’Antibes’ international set, a nonresi- 
dent alien not engaged in trade or busi- 
ness in the United States, wanted to 
render financial assistance to a very 
young and attractive (also blond and 
blue-eyed, in the event that these data 
are considered relevant under the In- 
Revenue Code) associate who 
was a resident of the United States. 
With funds on deposit throughout the 
world, we advised, solely from the tax 
viewpoint, that he transfer the desired 
funds from an account in his name in a 
foreign bank to an account in her name 
in the same bank. We advised that he 
not concern himself with the ultimate 
disposition by the donee of the funds. 
Had our client been younger, and, ergo, 


most as wide as its purpose. 


ternal 


1 Cf. 1939 I.R.C. §862(b), now Internal Revenue 
Code of 1954, 2104(b). [Under this provision, 
property which is transferred inter vivos but 
includible in the estate (e.g., revocable transfers 
and transfers in contemplation of death) is deemed 
situated in the United States, if so situated 
either at the time of the transfer or at the time 
of the decedent’s death.] 

2 Foreign corporations which derive more than 
half their income from sources outside the 
United States, if all their stock is owned during 
the last half of the taxable year by nonresident 
aliens either directly or indirectly through other 
foreign corporations. 


more impetuous and less well advised, 
he might have transferred instead 
United States funds. Under the 1939 
Code, this would have subjected our 
client to United States gift tax since 
the amount was in excess of $3,000. 
(We trust that we have no readers so 
unsophisticated as to inquire whether 
the donee was our client’s wife, and 
therefore entitled to the marital deduc- 
tion.) Under the 1954 Code, our client 
could have made a gift of any intan- 
gible, regardless of its situs, or of any 
tangible not having a situs in the United 
States. 

Mr. Rodman was more concerned 
with the situation where, under the 
1939 Code, tax planning required the 
withdrawal from the United States of 
the asset, prior to making the gift and 
sometimes the conversion into a foreign 
asset, €.g., securities of a foreign corpo- 
ration. Once withdrawn from United 
States banks, trust companies or brok- 
ers, the United States assets did not 
always return. 

Mr. Rodman continues. “Among 
other fears which plagued the tax plan- 
ner was concern about the gift in con- 
templation of death provisions upon 
return of the asset to the United States,1 
or even of gift tax liability. It is im- 
probable, however, that the provisions 
of the present Code eliminating the 
gift tax liability likewise eliminate the 
possibility of treating the transfer as a 
gift in contemplation of death, unless 
the asset is one (e.g., stock of a foreign 
corporation) not having a situs within 
the United States for estate tax pur- 
poses in contrast to gift tax purposes. 
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“In any event, however, what the new 
gift tax section does do is open the door 
to the creation of irrevocable trusts by 
nonresident aliens, without any fear of 
gift tax. At the same time there is the 
potential saving of estate taxes normally 
incident to irrevocable trust. If there 
is any fear of treating the transaction 
as a gift in contemplation of death, the 
trust corpus can be held temporarily 
in securities of foreign corporations. 
Under such circumstances, death within 
the three-year gift in contemplation of 
death period would not result in any 
estate tax because of Section 2104(b) 
referred to above. After the three-year 
period is over, the portfolio can be con- 
verted into any form without fear of 
estate taxes. 

“Where the settlor’s requirements de- 
mand that the trust be in revocable 
form, building the portfolio in securities 
of foreign corporations would also elim- 
inate the possibility of any United 
States estate tax. The use, as the cor- 
pus of the trust, of foreign holding cor- 
porations with portfolios and activities 
judiciously arranged to produce income 
in proportions sufficient to avoid per- 
sonal holding company status, opens the 
door even wider to the estate planner 
who nonresident alien 
client. In so far as use of such foreign 
corporations is concerned, it may be 
noted that Section 542 of the 1954 Code 
now embodies a rule previously con- 
tained only in the regulations, exclud- 
ing certain classes of foreign corpora- 
tions? from the application of the per- 
sonal holding company taxing provi- 
sions.” * 


represents a 





Many questions exist when paying U.S. 


taxes in foreign currency (Sec. 6316) 


FOREIGN LAW MAY RECOGNIZE several 
different rates of exchange at any one 
time depending upon the kind of trans- 
action involved; and it may tolerate, or 
prohibit but not prevent, use of still 
other values in markets which might be 
variously described in terms ranging 
from “free” to “black.” Fluctuations in 
value with passage of time and changes 
in economic conditions are also familiar. 
See, generally, Mikesell, Foreign Ex- 
change in the Postwar World (1954). 


Mechanics of payment in the foreign 
currency may bear importantly on valu- 
ation. There may be questions whether 
the foreign currency must be physically 
paid over either here or abroad; 
whether currency used to pay U.S. tax 
liability may be acquired by direct or 
indirect expenditures of dollars result- 
ing in use of an exchange rate more 
favorable than assumed by the United 
States in accepting payment; and 
whether currency of one foreign coun- 
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try may be used, directly or indirectly, 
to pay U.S. tax on income received in 
another foreign currency. 

Problems of valuation presumably 
will affect not only the value at which 
foreign currency will be accepted in 
payment of U.S. tax liability otherwise 
payable in dollars; but, also, whether 
it will be accepted at any value; and 
that question may in turn bear impor- 
tantly on the existence of any U.S. tax 
liability, as, for example, under the pro- 
visions of Mimeograph 6475, relating 
to foreign currency not readily convert- 
ible to U.S. dollars. 

There may be capricious results if a 
different value is recognized for pur- 
poses of paying U.S. tax liability than 
for purposes of determining U.S. tax- 
able income or allowable foreign tax 
credits. There are, however, precedents 
for using different values in determining 
taxable income than in determining for- 
eign tax credits. (See JTAX July, p. 
53.) 

Even with the U.S. a directly inter- 
ested party, there may long remain 
difficult questions of legality of use of 
foreign currency. It would not be sur- 
prising to find that the most important 
single consequence of Section 6316 is 
to make the U.S. Government more 
acutely aware of the problems of busi- 
ness in foreign operations, and thus lead 
to remedial legislation. 

In any event, the problems attendant 
on administration of Section 6316 are 
of such nature that its application 
should be made elective at least until 
solutions to those problems are more 
apparent than they are now. Otherwise, 
a salutory effort to provide tax relief 
may be found productive instead of tax 
hardship. 

These and still further problems have 
been the subject of a recent series of 
recommendations as follows: 

1. Application of the section should 
be limited to students and to USS. citi- 
zens, domestic partnerships, and cor- 
porations actively engaged in foreign 
trade, 

2. Taxpayers should be required to 
advise the Revenue Service annually 
by an information return of the amounts 
of foreign currency which they have 
available in the following categories: 

(a) Proceeds of sale of goods and 

services, excluding the profit element. 

(b) Unremitted net profits. 

(c) Foreign investment income not 

readily convertible into dollars. 

(d) Capital invested abroad which 
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the taxpayer desires to repatriate. 

3. Since the government would pre- 
sumably accept only such amounts of 
foreign currency as it could use cur- 
rently for foreign expenditures of the 
Armed Forces, State Department, etc., 
the currencies should be accepted from 
taxpayers in the order listed in item 2 
above. If the supply of a currency ex- 
ceeds the government’s needs in any 
category, the quota should be prorated 
among taxpayers filing the information 
return mentioned in item 2 above. 

4, Regulations under Section 6316 
should be correlated with Mimeographs 
6475 and 6494. For example, if cur- 
rency which had not previously been 
reported as taxable income because it 
was considered blocked is used to pay 
U.S. taxes, it should be included in in- 
come to the extent so used. The income 
should be converted at the same ex- 
change rate as was used to convert the 
tax. 

5. Foreign currencies should be con- 
verted into U.S. dollars at official rates 
of exchange consistent with the princi- 


ples of the International Monetary 


Fund. The State Department should 
assist taxpayers to obtain local exchange 
control authorization to transfer the 
funds to the United States Government. 

6. The Treasury Department should 
accept local currency bank drafts. Tax- 
payers should not be required to effect 
physical transfer of the foreign currency 
to this country. 

7. Use of foreign currency to pay 
U.S. taxes should not be restricted to 
the payment of tax on income earned 
in a particular foreign country. To do so 
would raise many complicated admin- 
istrative problems. For example, a tax- 
payer may have a blocked sterling 
account in London in which it makes 
deposits of currencies received through- 
out the sterling area and withdrawals 
for expenditure wherever required in 
the sterling area. In a case like this it 
is impossible to determine, with respect 
to the balance at any time, how much 
was earned in a particular country in 
the sterling area. 

8. The application of Section 6316 
should be elective on the part of the 
taxpayer. w 





Many tax advantages in 


Panamanian-co rporation tax plan 


Ir Water Muirty day-dreamed of 
himself as a tax man, he might have 
come up with the problem and solu- 
tion we recently encountered. 

It seems that our client, a citizen 
and resident of Switzerland, had organ- 
ized a Delaware corporation to carry 
on lending and investment, primarily 
within the United States. We looked 
over the situation and suggested that 
he liquidate the Delaware corporaion 
and transfer the assets to a corporation 
organized under the laws of Panama. 
This he was able to do without business 
This 


change achieved the following major 


inconvenience. relatively minor 


advantages: 


A. Estate tax.—The stock of a corpora- 
tion organized under the laws of Pan- 
ama will not be subject to the United 
States estate tax, even though the certi- 
ficates are physically located within the 
United States at the date of death. If 
our client had died owning stock in a 


Delaware corporation, his estate would 
be subject to United States tax (IRC 
§2104(a)). 
B. Income tax.—l. The Panamanian 
corporation will not be taxed on income 
from foreign investments, since such 
income would be from sources without 
the United States. The 


corporation paid taxes on such income. 


Delaware 


2. Dividends paid by the Panama- 
nian corporation to its stockholder would 
not be subject to United States income 
tax (Switzerland-U. S. Convention, Art. 
XIV). The Delaware corporation with- 
held a 15% tax (ibid., Art. VI). 

3. Since dividends of the Panama- 
nian corporation are not taxable by the 
United States, the accumulated earn- 
ings tax (§531, formerly §102) would 
seem to be inapplicable. 

4. If the 
qualified as a personal holding com- 
pany in any year, the penalty surtax 
could be avoided merely by paying out 


Panamanian corporation 
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dividends nontaxable in the United 
States. If the payment of dividends were 
undesirable from the viewpoint of Swiss 
taxation, the surtax could be avoided 
for any year provided more than 50% 
of its income for the prior three years 
constituted income from sources with- 
out the United States (IRC §542(c)- 
(10)). t 


Foreign tax news from 


Harvard Law School 


Tue Dean’s Report, 1953-1954, of the 
Harvard Law School is an unusual 
source of items of interest to the read- 
ers of this Department. However, tax 
men who have deen confronted with 
the frustrating task of gaining some 
familiarity with the tax laws of a for- 
eign country may be interested in this 
extract from it: 

The year’s most significant develop- 
ment in the International Program in 
Taxation, directed by Professor Stanley 
S. Surrey, was the initiation of a series 
of tax reports which will make avail- 
able, in systematic summaries, the tax 
laws of a large number of commer- 
cially important nations. Approximately 
$115,000 has been received, and $30,- 
000 pledged, toward an aggregate of 
$175,000 which is needed to provide 
for the basic series of reports. This has 
been received from fifty-seven Ameri- 
can business corporations. A staff is 
being assembled and arrangements 
worked out for the cooperation of the 
United Nations Fiscal Division. * 


Gold coast offers tax-free 
base to foreign corporations 
THE WEST AFRICAN REPUBLIC OF 
LIBERIA, in a move intended to dazzle 
United States and European corporate 
interests, is offering unusual tax lures 
to foreign corporations doing business 
yutside the country. 

A company incorporated in the re- 
public pays no Liberian tax, if its in- 
come is derived from sources outside 
the country, and if the majority of its 
stock is held by foreign citizens, it is not 
even required to file a Liberian tax 
return. Further, there is no tax on in- 
vested capital, no dividend tax, and no 
tax on remittances to other nations. 
Foreign exchange difficulties are non- 
existent for United States corporations, 


because U.S. money is interchangeable 
with Liberian, and there are, for the 
most part, no limits on the amount of 
money which may be taken out of the 
country. Officers and stockholders may 
be residents of any country, and corpo- 
rate meetings need not be held in 
Liberia. 

Not only are the tax advantages en- 
ticing, but the Liberian government has 
made the process of incorporation quick 
and inexpensive. A company which pre- 
sents a proposed certificate of incor- 
poration to Liberian Services, Inc., in 
New York City, can begin business 





No proration of exemption of departing 
alien—old forms still used. The 1954 
Code does not provide for the prora- 
tion of personal exemptions when the 
Commissioner terminates the taxable 
year of a departing alien. Consequently 
they must be allowed the full exemp- 
tion. Until new forms are ready, the 
old forms will be used. It should be 
noted that taxable income of a non- 
resident alien not engaged in trade or 
business in the U.S. includes, under 
the 1954 law, not only fixed or deter- 
minable annual or periodical income but 
also certain capital gains from a quali- 
fied pension trust, timber, coal and 
interests in patents. Rev. Rul. 54-428. 


Resident of China despite short term 
employment contracts. [ Acquiescence. ] 
Taxpayers went to China as employees 
of UNRRA in 1946. UNRRA was a 
temporary agency but the Court 
pointed out that it had a long term 
program. From 1947 till 1949, when 
they left China, the taxpayers were em- 
ployed by F.A.O. The Court found 
that their intent was to stay in China 
as agricultural experts, and they had 
identified themselves with the commu- 
nity. Salary for 1948 held not subject 
to U.S. tax. Burlin B. Hamer, 22 TC 
No. 45. Acq., IRB 1954-38, 5. 


Venezuelan firm is corporation; as stock- 
holders, owners can’t take depletion. 
Taxpayer held certificates of owner- 
ship in two Venezuelan entities, called 
“Compania Anonomia,” which collected 
oil royalties, paid expenses and dis- 
tributed the remainder to the owners. 
The taxpayer argued that the Vene- 
zuelan entity should be disregarded and 


New foreign decisions this month 
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within 2 days after the approved certifi- 
cate reaches Liberia. The only costs are 
about $120 to Liberia for incorporation 
expenses, and $350 to the agency which 
handles the incorporation. Thereafter, 
a nominal fee of $150 a year is paid to a 
Liberian representative. 

Maintenance of a resident agent in 
Liberia is the only requisite asked by 
the Liberian government. The Interna- 
tional Trust Company of Liberia, which 
handles virtually all of the foreign cor- 
porations, has corporate structures al- 
ready set up and on call for anyone 
who wants a corporation in a hurry. * 


depletion and credit for foreign taxes 
paid allowed them. The Court holds 
that the Venezuelan entity could not 
be ignored. William F. Buckley, 22 TC 
No. 164. 


Earnings of alien employees of foreign 
government. Alien employees of for- 
eign governments who file a waiver 
under Sec. 247(b) of the Immigration 
and Nationality Act to preserve their 
status as immigrants will be taxed on 
their earnings, unless the exemption is 
derived from a tax treaty. Citizens of 
and employees of France and Belgium 
and employees of Canada, Finland, 
Ireland, New Zealand, Norway, Switz- 
erland and United Kingdom are ex- 
empted by treaty, as are employees of 
the International Bank for Reconstruc- 
tion and Development and the Interna- 
tional Monetary Fund. Their exemption 
is not affected by the waiver. Rev. Rul. 
54-397. 


Foreign tax credit for taxes imposed in 
lieu of income tax to be broadened. 
The Chairman of the Senate Finance 
Committee (Mr. George) asks that the 
regulations be broadened to allow as a 
foreign tax credit for taxes imposed in 
lieu of income taxes any tax levied in 
complete or partial substitution for a tax 
upon income. Letters from Chairman 
of Senate Finance Committee and 
Under Secretary of the Treasury, 8-10, 
and 8-18-54. 


Tax treaty negotiations with Honduras. 
The United States and Honduras tax 
officials are discussing technicalities for 
concluding a convention for avoidance 
of double taxation on income. Com- 
ments are invited. IRB 1954-39, 28. 
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Don’t fuss about new 
complicated they are 


( UR FRIEND THE COMMISSIONER has 

his work cut out for him when he 
tries to make taxes popular, but no one 
can say he isn't trying. In spite of his 
announced intention of making the new 
returns to be used with the 1954 Code 
the best possible for the taxpayer, the 
newspapers over the country viewed the 
whole business with little enthusiasm. 
To the lay press, and presumably to 
the lay public, any increase in com- 
plexity of the taxing process, or the tax 
return, is bad. 

Tax practitioners are pretty well 
aware of the basic fact that the main 
reason for the complication of the tax 
law and its administration is to make it 
more equitable. This story should be 
told to the public—to clients—-maybe 
even to the press. 

The simplest tax is the least fair. We 
could have a flat 20 per cent tax on 
gross personal income, with no deduc- 
tions. We could tax all business receipts 
in an identical manner, without any 
deductions for expenses. Some of the 
most complicated provisions in the tax 
law relate to corporate reorganizations. 
Their effect is to postpone taxation until 
a later time when it will be more equi- 
table to impose a tax. But if simplicity 
were our sole goal, we could do away 
with the reorganization provisions alto- 
gether. We could tax all receipts as 
ordinary income and abandon the capi- 
tal gains tax. All of these things would 
be simplicity itself. But all of them im- 
pose an intolerable burden on some 
taxpayers and let some off with only 
a fragment of their fair share of the 
cost of running the government. 

The reason the income tax is compli- 
cated is at least twofold: (1) taxpayers 
are in an infinite variety of situations 
and they are constantly engaging in an 


returns—the more 
the better 


infinite variety of transactions; in order 
to make the tax laws equitable the law 
and collection procedure must take into 
account the differences which are sig- 
nificant, and (2) the determination of 
income is in itself about as difficult a 
job as any in the whole field of soci- 
ology, government or economics. 

To tax income you have to know 
what income is. This is an accounting 
job at the work-a-day level. Yet so over- 
laid with considerations of economic 
and political philosophy is this question 
that the best we can do at any given 
moment is to adopt the most obvious 
and time-honored empirical rules. These 
are translated for tax purposes into the 
Code, accounting, and interpretation of 
our financial mores by the courts. 

The individual taxpayer of modest 
income doesn’t realize that his tax lia- 
bility is to a considerable extent deter- 
mined by the application of accounting 
principles, if not directly for him, at 
least in the construction of the laws 
and procedures according to which he 
is told to compute his tax liability. 

Now we have some new rules for the 
taxpayer in the form of the new tax 
return forms. Generally, these are more 
complicated, because they provide for 
additional information needed to en- 





Letter written to accountant prior to 
filing return admissible; not self serv- 
ing. Failure to admit in evidence a let- 
ter, written to accountant before filing 
of return, which stated taxpayer had 
signed a blank return and which auth- 
orized accountant to fill it out was preju- 
dicial error. It was not self serving 


declaration, as it was written before 


30 


New procedural decisions this month : 


able some taxpayers to qualify for the 
payment of less tax. 

The modern tax return might be 
compared to a modern automobile. The 
Model T Ford was simple compared 
with today’s version. Yet by common 
consent the modern version is what we 
want. It does the job better. And we're 
willing to put up with a vastly more 
complicated machine. 

The more complicated the return, 
the more discriminating it is. The more 
exactly it permits the reporting of facts, 
the more precisely can the tax be deter- 
mined. This story ought to be explained 
to complaining clients. It saves money 
in the long run to take time and trouble 
to go through the complicated calcula- 
tions. That is why taxpayers with sub- 
stantial affairs hire professional tax prac- 
titioners to do this work for them. 

For the small taxpayer whose liability 
is not big enough or whose affairs are 
not sufficiently complex to warrant the 
employment of professional talent, the 
Commissioner is doing his best to trans- 
late the techniques of accounting and 
law into the simplest form consistent 
with equity which can be devised. 

We think the Commissioner deserves 
credit for a good job on these new 
forms. And we think it would help the 
public as well as practitioners if the 
story could be told of how complicated 
tax computations increase fairness under 
the law. * 


$7.7 million for training 
revenue agents 


THE SENATE RECENTLY APPROVED AN ap- 
propriation for $7,750,000 for special 
training of revenue agents. The Serv- 
ice had asked for $9,750,000; the House 
had voted $8,750,000; and the Senate 


whacked another million off. (For de- 
scription of training program (see 
JTAX, Aug. 54, p. 50).) * 


return was filed and was evidence of 
lack of fraudulent intent. Don M. White 
v. U.S., CA-5, 9/3/54. 


Commissioner cannot increase income 
tax deficiency prior to hearing. [Non- 
acquiescence.] The Commissioner can- 
not by amendment to his answer filed 
prior to a Rule 50 hearing claim an in- 
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creased income tax deficiency. Meldrum 
and Fewsmith, Inc., 20 TC 790. Non- 
acq. IRB 1954-41, 6. 


Not necessary to inform indicted tax- 
payers who are not ignorant of privilege 
under fifth amendment of such privi- 
lege. Taxpayers, two of whom were 
lawyers, filed a motion to dismiss an in- 
dictment for tax evasion on the grounds 
they should have been informed of their 
privilege under the Fifth Amendment 
when testifying before the Grand Jury. 
The Court held they were not ignorant 
of the privilege since two of them were 
lawyers, and refused to consider the 
question raised later by motion. The 
Court denied taxpayers’ motion for 
detailed bill of particulars because it 
would be a premature disclosure of the 
government’s case and also their motion 
to strike certain allegations as prejudi- 
cial because they were relevant to the 
charge. Hyman Harvey Klein, U.S. v. 
DC N.Y., 9/30/54. 


Lawyers testimony as to the law is in- 
admissible. Taxpayer appealed a tax 
evasion conviction on ground failure 
to allow a lawyer to testify as an expert 
witness on the treatment of profits as 
capital gains was prejudicial error. The 
Circuit Court held the lawyer’s testi- 
mony inadmissible since his opinion as 
to the law couldn’t be substituted for 
that of the Court. Don M. White v. U.S., 
CA-5, 9/3/54. 


Prosecutor's comments about refusal to 
testify and activities as usurer grounds 
for new trial. Taxpayer did not object 
to prosecutor’s comments to the jury 
about refusal to testify and activities as 
a usurer or move for a mistrial, but he 
appealed on grounds it was prejudicial 
and improper. Circuit Court sustained 
taxpayer stating the comments deprived 
taxpayer of a fair trial. C. G. Benham v. 
U.S., CA-5, 9/3/54. 


Basis and capital determined for 1942 
estop action for 1945. In connection 
with its 1952 tax, the Tax Court deter- 
mined that the taxpayer had not proved 
it was entitled to use its predecessor's 
basis for depreciable assets acquired in 
a refinancing following bankruptcy, nor 
was its invested capital increased. The 
Court’s decision then was based on fail- 
ure of proof. The Fourth Circuit af- 
firmed. In this proceeding affecting 
the 1945 taxes, the Court holds that 
since this is a different year, res judicata 


does not apply but collateral estoppel 
does. None of the exception to colla- 
teral estoppel applies: there has been 
no relevant change in the law, and the 
decision was on the merits. The Tax 
Court’s position is that a decision based 
on failure to meet the burden of proof 
is a decision on the merits. Fairmont 
Aluminum Company, 22 TC No. 171. 


Court allocates lump-sum damage to 
taxable and non-taxable. [Non-acqui- 
escence.] Taxpayer made a lump-sum 
settlement of its claim for damage to 
its business and for loss of profit after 
a jury rendered a verdict for it, of which 
one sixth was exemplary damages. Al- 
locating the settlement as indicated by 
the pleadings, the evidence and the 
verdict, the Tax Court found !/, of the 
settlement non-taxable exemplary dam- 
ages, 1/, the remainder fully taxable 
compensation for lost profits, and the 
other 1/. the remainder compensation 
for destruction of business. Since the 
business destroyed had no basis, it is 
entirely income. Telefilm, Inc., 21 TC 
688. Non-acq., IRB 1954-38, 5. 
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Refund of excessive tentative payments. 
If a corporation makes a payment on a 
tentative return, filed on the statutory 
due date when extension of time for 
filing is received, which is in excess of 
the total tax shown on the completed 
return, the excess will be treated as an 
overpayment of installment and refund 
will be made without claim for refund 
or regular examination. Rev. Rul. 54- 
425. 


Retail price indexes published for last- 
in first-out inventories. The Bureau of 
Labor Statistics published the price in- 
dexes for July 1954 for use by depart- 
ment stores using retail inventory and 
elective inventory method. Rev. Rul. 
54-453. 


Under the new Code 


Regulations concerning net operating 
loss carry-overs changed to reflect tech- 
nical changes act. Regulations 111 and 
118 and T.D. 5642 relative to net op- 
erating loss carry-overs and allowances 
from predecessor corporation to suc- 





Tax Court has no jurisdiction of 
claim for taxes adjudicated in bank- 
ruptcy court. Commissioner deter- 
mined taxpayer was liable for delin- 
quent income taxes as a transferee of 
assets of a transferee of a delinquent 
taxpayer. Taxpayer filed a petition 
with the Tax Court and was later ad- 
judicated a bankrupt. The Commis- 
sioner then filed a claim, which was 
allowed in full in the bankruptcy 
proceedings. The Tax Court held it 
has no jurisdiction to redetermine is- 
sues determined by a Bankruptcy 
Court which are not appealed and 
become final. They are res judicata. 
Comas, Inc., 23 TC No. 3. 


Taxpayer cannot dismiss and file in 
another court to avoid unfavorable 
precedents. Taxpayer filed suit in 
District Court for a refund based on 
a prior decision. When the 4th Cir- 
cuit overruled the District Court on 
the decision, thereby setting an un- 
favorable precedent, taxpayer moved 
to dismiss his suit without prejudice 
so he could file in the Court of Claims 
which was not bound by the un- 
favorable precedent. The District 
Court refused to grant taxpayer's 
motion for dismissal without preju- 





JURISDICTIONAL PROBLEMS SETTLED 


dice stating that the case could be 
promptly tried in the District Court 
and there was no sanction in the law 
for forum shopping. Southern Mary- 
land Agricultural Association of 
Prince George County v. U. $., DC 
Md., 8/27/54. 


Corporation may sue U.S. only in 
state of incorporation. Taxpayer 
brought suit for refund of documen- 
tary stamp taxes in Georgia, where 
it was authorized to do business. The 
Court held it had no jurisdiction; the 
plaintiff was a Delaware corporation 
and must sue the U.S. in Delaware. 
United Merchants and Manufactur- 
ers v. U.S., DC Ga., 8/3/54. 


Failure to file return is offense in fil- 
ing district. Defendant was indicted 
in Maryland for willful failure to file 
income and withholding tax return. 
He moved to have the case trans- 
ferred to the District of Columbia. 
The Court held that though the in- 
come was received, and withhold- 
ings made, in the District of Colum- 
bia, the offense of failing to file oc- 
curred in Maryland, and there was 
no ground for transfer. Yarborough 
v. U.S., DC Md; 9/1/54. 
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cessor railroad company are amended 
to conform to Section 205 Technical 
Changes Act of 1953. IRB 1954-43. 


Regulations 118 and 130 amended to 
reflect technical changes act, extension 
of time to make elections. The regula- 
tions now reflect the extension of time 
to make election with respect to exces- 
sive depreciation allowances before 
1952, war loss recoveries, recognition of 
gain in specified corporate liquidations, 
period of abatement for income tax on 
death of members of the armed forces, 
and extension of provisions for life in- 
surance companies. IRB 1954-43. 


Summary of rules for interest on under 
and over payments. New interest rules 
apply to taxes imposed by 1954 Code, 
i.é., income tax years beginning after 
1953 (except short years ending before 
8/16/54), estate tax on decedents dying 
after 8/16/54, gift tax years beginning 
after 12/31/54. Interest at 6% on un- 
derpayments (not of estimated tax) 
runs from due date to payment date (or 
date of demand if paid within 10 days), 
4% on estate tax extended or postponed. 
Due date is date for payment, but on 
unpaid installments it is date of install- 
ment or demand. No interest on de- 
ficiencies will run from 30th day after 
signing form 870 or day of demand. 
Six percent rate will apply to corpora- 
tion expecting loss carryback. No in- 
terest will be charged on interest. Rev. 
Rul. 54-426. 


Summary of penalties for failure to file 
return. New penalty rules apply to taxes 
imposed by 1954 Code, i.e., income tax 
(except estimated tax) years beginning 
after 1953 (except short years ending 
before 8/16/54, estate tax on decedents 
dying after 8/16/54, gift tax years be- 
ginning after 12/31/54. Penalty is 5% 
per month (note not 30 days) or frac- 
tion, maximum 25%. In computing this 
penalty, the tax is reduced by any pre- 
payments or credits. This provision en- 
acts the administrative rule followed 
under 1939 Code. Rev. Rul. 54-427. 


Statute of limitations 


Deficiency notice mailed to last known 
address sufficient to start statute of limi- 
tations. A deficiency notice mailed to 
the business address listed on taxpayer's 
return and waiver for 1945 was returned 
undelivered because taxpayer no longer 
received mail at that address. Taxpayer 
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had failed to notify the Commissioner 
of this or to give him his home address. 
The Court held deficiency was mailed 
to the last known address and dismissed 
taxpayer's petition filed more than 90 
days after the deficiency notice was 
mailed. Abraham Goldstein, 22 TC No. 
152. 


90-day extension to fiscal year corpora- 
tions extended to three months. Form 
7004 provides that extensions beyond 
the 90 days given therein must be ap- 
plied for in writing. The 1954 Code, 
allowing an automatic 3-month (not 
90-day) extension to corporations, ap- 
plies only to corporation years begin- 
ning after 12/31/53 and ending after 
8/16/54. Accordingly an automatic ex- 
tension to the 15th day of the sixth 
month is hereby given to all corpora- 
tions who have filed 7004 for years end- 
ing after 3/31/54. Rev. Rul. 54-431. 


Filing of complaint for tax evasion tolls 
statute. Commissioner filed a complaint 
for indictment for tax evasion against 
taxpayer before the six-year statute of 
limitations had run, but taxpayer was 
not indicted until after it had run. The 
Circuit Court held the complaint was 
timely filed. Don M. White v. U\S., 
CA-5, 9/3/54. 


Conflicts of tax liens 

Federal tax liens perfected before local 
liens have priority. Federal tax liens 
were perfected before local real estate 
tax liens. The Court held that Federal 
tax liens perfected prior to local liens 


have priority. C. Bentor Marsh, U.S. v. 
DC Fila., 8/11/54. 


Lien for taxes of extortioner not good 
against extorted money. Taxpayer Byrne 
was convicted with others of grand 
larceny for obtaining $20,000 in cur- 
rency from one Bell, by posing as 
policemen. Police recovered $3,500 and 
the U.S. levied on it for delinquent 
taxes owed by Byrne. The Court found 
the $3,500 was property of Bell and not 
Byrne and the U.S. did not acquire a 
lien on it. Robert James Byrne, state of 
Washington v. Sup. Ct. King County, 
Wacrh., 3/17/54. 


Worthless tax lien may be discharged 
through administrative process. Where a 
prior mortgage lien makes a tax lien 
worthless the property may be dis- 
charged from the tax lien by the IRS 
under Section 6325(b) (2) without 
payment of even a nominal sum, thus 
making it unnecessary to join the United 
States in a foreclosure suit. Department 
of Justice Release, 9/28/54. 


Judgment creditor has priority if he 
serves notice before commissioner files 
to levy. A judgment creditor of taxpayer 
served the New York State Comptroller 
before the Commissioner filed notice to 
levy against the taxpayer. The Court 
held the creditor had priority to the 
taxpayer's funds in the hands of the 
Comptroller. Oxford Distributing Co., 
Inc. v. Famous Roberts, Inc., NY Sup. 
Ct., 5/28/54. 





Wife’s return signed and filed by her 
from husband’s erroneous records not 
fraudulent filing by husband in be- 
half of wife. Taxpayer was convicted 
of filing a fraudulent return on be- 
half of his wife. The wife and ac- 
countant preparing the wife’s sepa- 
rate return had signed and filed the 
return using taxpayer's erroneous 
records. The Circuit Court reversed 
the conviction because the taxpayer 
had not actually filed the return. 
a fraudulent return on behalf of his 
wife. C. G. Benham v. U.S., CA-5, 
9/3/54. 


Wife incurred no joint liability where 
she did not intend to and did not file 
a joint return. Taxpayer’s husband, a 








New Decisions on Joint RETURN 


Maryland poultry farmer, filed 
separate returns for 1943 through 
1948 claiming taxpayer as an exemp- 
tion but excluding her earnings. In 
1948, she took $15,000 from a joint 
account and separated from her hus- 
band. The Commissioner claimed the 
husband’s returns were joint returns 
and taxpayer was liable for half the 
deficiencies for the years in ques- 
tion. The Tax Court held taxpayer 
was not liable for deficiencies when 
she neither intended to file nor did 
file a joint return. Although she 
should have reported the income 
from one-half the community prop- 
erty, having filed no joint return she 
incurred no joint liability based on a 
joint return. Calhoun, 23. TC No. 2. 
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Market price of stock seen as soundest 


guide to earnings capitalization rate 


l [SE OF ESTIMATED MARKET price of 
stock of regulated taxpayers in find- 
ing an earnings capitalization rate for ad 
valorem appraisal purposes is high- 
lighted in the recent report of the Com- 
mittee on Unit Valuation of the Na- 
tional Association of Tax Administra- 
tors. In analyzing this new study, Wil- 
bur K. Bush, General Tax Agent of the 
Chicago, Burlington & Quincy, raised 
some question as to the propriety of this 
method as compared with use of actual 
market price of the company’s stock. 

Your editor asked Mr. Bush, who is 
long experienced in these matters, to 
evaluate the new report. The following 
are his full comments on Appraisal of 
Railroad and Other Public Utility Prop- 
erty for Ad Valorem Tax Purposes. 

The committee on unit valuation of 
the National Association of Tax Admin- 
istrators was created in 1949 to study 
and make recommendations concerning 
the methods employed by central as- 
sessment agencies in valuing properties 
subject to ad valorem assessment as a 
unit for property tax purposes. 

Essentially the report deals with as- 
sessment technique and theory for rail- 
roads and electric utilities. The first of 
twelve chapters in the book is a sum- 
mary of the entire report. It describes 
different types of administrative organ- 
ization in states where multi-state prop- 
erties are assessed. The usual evidences 
of value are discussed and the more 
important aspects, both adverse and 
favorable, of capitalized earnings, mar- 
ket value of stocks and bonds and orig- 
inal and reproduction costs are men- 
tioned. It concludes with consideration 
of the manner in which appraisals in- 
dicated by the combination of evidences 
of value are to be converted into an 
assessment. 

Subsequent chapters review central 


assessment organization in the several 
states, discuss historical development of 
the principle of valuation of property as 
a unit; and examine the problem of de- 
fining the economic unit being assessed. 
Five evidences of value frequently con- 
sidered by state assessment agencies are 
enumerated, namely: (1) capitalized 
carnings; (2) stock and debt market 
prices; (3) original cost less deprecia- 
tion; (4) reproduction cost less depre- 
ciation; and (5) a combination of the 
capitalized earnings and stock and debt 
evidences. There follows in Chapter 7 
a discussion of the desirability of analyz- 
ing railroad and utility income accounts 
pointing out the influence of deprecia- 
tion, maintenance policies, and tax 
accruals on net utility operating income. 


Security market value data 


This reviewer agrees with the authors 
that Chapter 8 is the heart of the report. 
It develops a method for relating income 
and security market value data to each 
other. The method using 1951 data 
produces a capitalization rate for rail- 
roads of 5.75%. Although the authors 
do not so state, this rate presumably 
would change from year to year as data 
for succeeding years becomes available. 

The logic of the method agrees to a 
point with views expressed by others 
en this subject and not widely disputed. 
It proposes, in the main, to determine 
a market rate of capitalization by relat- 
ing selling prices of debt and equity 
securities to income produced by those 
securities to their holders. This is not 
new, but two other things are. First, 
common stock market values are not 
accepted as quoted, but are estimated; 
and second, all other debt and preferred 
stock interest and dividends are com- 
pared directly with actual market 
values, each being done separately. In 
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this way, separate rates of capitalization 
are found for each class of security. 
This was done ostensibly because dif- 
ferent types of railroad and utility se- 
curities have unlike maturities and 
priority on income. 

From an assessment appraisal point 
of view this seems insufficient reason for 
classification unless it is assumed that 
in acquiring the property a purchaser 
is also acquiring a set of long term 
rigid non-callable fixed interest con- 
tractual obligations. If so, instead of 
enhancing it, this may detract from the 
desirability of the enterprise. 

Nevertheless, the crux of the problem 
lies in treatment of the capital stock. 
Here a rate of capitalization of 10.05% 
is calculated by estimating common 
stock values to replace the market rate 
of 13.95% using actual quotations. 

Specifically, in the sample of 36 rail- 
roads used in the report 1951 market 
value of $3.3 billions has been raised to 
$4.8 billions. The necessity for doing 
this, it is explained by the authors, is 
caused by failure of railroads to pay out 
all earnings as dividends or at least 
enough so that retained earnings are 
capitalized at the same rate as divi- 
dends; not at a higher rate. Because a 
substantial amount of “book” earnings 
is retained in the business each year, it 
was concluded that the market was, in 
effect, valuing only those earnings de- 
clared as dividends. By means of multi- 
ple correlation of price, dividends, and 
retained earnings, the report explains 
that the latter have value above the 
market appraisal shown by actual mar- 
ket quotations for stock. When 67% of 
earnings are paid as dividends, retained 
earnings are believed by the authors 
from their study to be capitalized in the 
market at the same rate as dividends. 
Before that payout level is reached, 
however, it is contended retained earn- 
ings are being valued on the average at 
only one-third an equivalent amount of 
dividends. 


Market prices best guide 


This rejection of quoted common 
stock prices seems questionable if based 
on the premise that retained earnings 
are undervalued in market quotations. 
To establish statistical comparisons of 
earnings and dividends and substitute 
conclusions so reached for the judg- 
ment of the market place does not seem 
justified. Also, it presumes availability 
of retained earnings for distribution to 
the sole purchaser as contrasted with 
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the peripheral buyer as he is described 
by the authors. It can be argued that 
this may be achieved only at the ex- 
pense of capital improvements from in- 
ternal funds needed for profitable con- 
tinuation of the enterprise. To this re- 
viewer, the report has not adequately 
justified the need for separate capital- 
ization rates for each class of security. 
Also the use of current liabilities as part 
ef the capital structure both in deter- 
mining the rate of capitalization and 
in the stock and bond approach to value 
seemingly misinterprets their essential 
characteristic. They are accrued but un- 


paid operating expenses rather than 
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borrowed capital. 

It does not seem to this reviewer that 
a complete answer to a fair and equi- 
table rate of income capitalization has 
been presented in this report. The in- 
tensive analysis of dividend policy may 
have led these investigators on a seri- 
ously pursued diversion from other 
paths which may ultimately lead to a 
more satisfactory conclusion. Certainly, 
no conclusion which greatly modifies 
market prices and fails to give con- 
sideration, among other things, to the 
percentage of debt in the capital struc- 
ture will ever seem to present a com- 
plete answer. w 





Local incidents necessary to justify 


state taxation of interstate commerce 


TEST 
interstate 


‘HE PROPER of taxability by 

commerce de- 
pends upon (1) whether the state of 
the buyer or of the seller is imposing 
a tax, (2) what elements of the 
transaction occur in the taxing state. 
Felix, former Tax 
Commissioner of the State of Washing- 
ton, who is practicing law in 
Seattle. 

The state of 


states of 


and 
So says Jennings P. 
now 
the seller may not tax,' 
The necessary converse, 
that interstate com- 
its own way is still a 
is that the state of the buyer 
may tax provided due process jurisdic- 
tion exists,” i.e., if, with relationship to 
the specific sales involved, there is a 
tangible and substantive presence of the 
seller of a less permanent 
nature within the territorial jurisdiction 
of the state. 

For the purpose of 
jurisdiction Mr. 


he reminds us. 
(if the 
merce 


doctrine 
must pay 
good law) 


more or 


determining 
Felix divides the sales 
transaction into various elements (1) 
(3) offer, 
(5) credit investiga- 
the seller, (b) by local 
credit agencies, (6) execution of the 
contract, (7) transportation of goods, 
(8) delivery of the goods, (9) pay- 
ment,? (10) origin of the goods, (11) 
termination point, (12) servicing of 
the goods, (13) sales office, (14) local 
agent, and (15) stock of goods (local 
warehousing). 

Jurisdiction to tax rests upon one or 
a combination of these elements occur- 
ring within the taxing (buyer) state. 

It is yet somewhat unclear which of 


solicitation, (2) negotiation, 
(4) acceptance, 


tion, (a) by 


the various combinations of elements 
must occur to give the buyer-state 
jurisdiction to tax. Corporate qualifica- 
tion alone is not sufficient, but in com- 
bination with other elements which are 
insufficient of themselves, the scales 
may be tipped. A local office through 
which sales are “channeled” (in itself 
a difficult problem) is apparently now 
sufficient, contrary to Cheney Bros. v. 
Massachusetts, 246 U.S. 147(1918) 
see Norton and Goodrich cases. De- 
livery local stocks is deemed 
sufficient for business tax purposes while 
“delivery” suffices for sales tax purposes. 
The complete execution of the contract 
(offer and acceptance) within a state 
should suffice. The seller then merely 
obtains the goods from an out-of-state 
point to complete his contract. A con- 
tract for services (insurance, market- 
ing, etc.) may well require a different 
conclusion. 

Allowing the buyer state to tax where 
jurisdiction is established is based upon 
sound policy. All taxes are a part of 
the cost of doing business and thus are 
passed to the ultimate consumer. The 
economic incidence of all taxes is, there- 


from 


1 Adams Mfg. Co. v. Storen, 
Stata and Freeman v. Hewit, 329 U.S. 249 
6) 
® Allied Mills v. Dept. of Treasury, 318 U.S. 740 
43), piirming per curiam 220 Inc. 340, 42 
aE (2d) 34; ee Harvester Co. v. 
“ye - of Sresoury, $22 U.S 2+ Sart Norton 
Dept. of Revenue, 340 U.S. 534 (1951); and 
Goodrich v. State of WwW ashington, 388 Wn 663, 
4 P. (2d) 325 (1951), cert. denied 342 U.S. 
(0. 


304 U.S. 307 


8 The importance of this element is often. over- 
looked. Payment of purchase price is complete 
performance on the part of one party to the con- 
tract. Not only is it as important commerce-wise 
as the other end of the transaction, but it is 
upon payment that most taxation is based. 





fore, upon the buyer. The seller-state 
does not have control over nor does not 
provide any particular service relative 
to the ultimate concluded transaction 
or to the buyer. Assuredly, the seller- 
state provided benefits, but these are 
basically to the seller alone and not 
transactive. If neither the seller-state 
nor the buyer-state could tax goods in 
interstate commerce, all taxation could 
be avoided by establishing an office in 
two or more states and dividing re- 
sponsibility between the offices. This 
would permit such persons to compete 
unfairly with intrastate enterprises, and 
would be contrary to all rules of fair 
enterprise as well as uniformity among 
taxpayers. As a practical matter, it 
would permit only the large and finan- 
cially able taxpayer or local businesses 
near state borders to escape the pro- 
portional contribution to pay for the 
benefits they need and share. 

It would constitute (a) discrimina- 
tion against local commerce, and (b) 
non-uniformity among competing class 
of merchants. w 


Georgia selected for interstate 
income tax test case 


THE NATIONAL INDUSTRIAL COUNCIL Is 
SPONSORING a test case in Georgia to 
determine the validity of state income 
tax laws relating to interstate commerce, 
and to ascertain the limit of their en- 
forcement by the United States Supreme 
Court. 

The Council, which is composed of 
state trade and industrial organizations, 
has taken action through a member 
group, the Associated Industries of 
Alabama, under the leadership of B. 
Trotter Jones, Executive Vice-President, 
of Birmingham, Alabama. Thus far, 
the Council reports, over $31,000 of a 
needed $50,000 in funds been 
raised by the association, which has 
selected the Georgia income tax law 
for the test. 

Specific points to be tested are state 
taxation of foreign corporations (1) 
who have no office or place of business 


has 


in the state, whose salesmen do not re- 
side in the state, who carry on similar 
business in other states, and whose only 


activities consist of solicitation of orders 
which are accepted at a home office 
and fulfilled by shipment of products 
into Georgia (2) cases in which the 
salesman is a resident of Georgia, and 











nd 

















(3) cases in which the salesman is a 
resident and maintains a small office in 
the state. 

Several recent cases have raised the 
question of the state’s power to enforce 
taxation against such corporations. In 
the Roy Stone Transfer Corp. v. Mess- 
ner, Pennsylvania S.C., 3/24/54, (see 
JTAX, July, 54, p. 49), the Court re- 
fused to allow the Commonwealth to 
tax a trucking company’s income from 
contracts, orders, or solicitations not 
received within the state, since it had 
no property in Pennsylvania and no 
employees there except the truck driv- 
ers. The Miller decision (Maryland), 
U. S. Sup. Ct. 4/5/54, in which 
the Court found that advertising in 
Maryland, and delivery there, by means 
of the out-of-state corporation’s trucks 
was not sufficient to allow the state to 
require the corporation to collect a use 
tax from its customers in Maryland, 
was another case in point. In Virginia, 
the state Supreme Court ruled that the 
Virginia license tax on gross receipts 
could not be applied to an express com- 
pany solely engaged in interstate busi- 
ness (Railway Express Agency, Incor- 
porated v. Virginia, U. S. Sup. Ct., 
1/5/54. The VU. S. Supreme Court 
found that Michigan could not enforce 
a tax on transactions not separate and 
distinct from interstate commerce, espe- 
cially if such tax would place a multiple 
burden upon the commerce (Michigan- 
Wisconsin Pipe Line Company v. Cal- 
vert, United States Supreme Court, 
2/8/54). In Indiana it was found that 
income from sales of personal property 
by a foreign corporation was not sub- 
ject to Indiana gross receipts tax as it 
would unconstitutionally burden inter- 
state commerce. These decisions would 
seem to indicate a trend in favor of 
corporations engaged exclusively in in- 
terstate commerce. * 


State taxes continue to rise 
for twelfth straight year 


THE INCREASE IN TAX COLLECTED by the 
States in 1954 (year ending June 30) 
was less than in three recent years, but 
was nevertheless an increase of $500 
million (4.9%) to $11.1 billion. This 
is 183% higher than the $3.9 billion 
collected in 1942. 

Against this factual background, the 
plaint of Allen D. Manvel of the U.S. 
Bureau of the Census, who wrote in the 
National Tax Journal in June, has a cer- 


tain fairness and plausibility. We quote: 

“Perhaps inevitably, popular concern 
for recent high levels of taxation and of 
public spending and employment seems 
to be directed particularly toward the 
federal government. It is far easier to 
focus attention upon a single entity, 
however large and complex, than upon 
the thousands of separate units which 

-make up the totality of state and local 
governments in the United States. 
Moreover, in the past decade of hot 
war, uneasy peace, and now “cold war,” 
total taxes, debt, and spending of the 
national government have far out- 
weighed those of state and local gov- 
ernments. 

“It is nevertheless useful to recognize 
the very great magnitude, over-all, of 
the operations of state and local govern- 
ments. In 1952, spending by these 
governments was somewhat larger than 
direct federal spending for all purposes 
other than military defense ($30.9 bil- 
lion versus $30.6 billion, respectively 
[Note that figures above are for state 
only, not local, hence not comparable. 
Ed.]). Even more notably, the num- 
ber of persons employed by state and 
local governments is practically double 
the total of federal civilian employment. 

“If one measures operating scale in 
terms of civil employment, then it can 
be concluded that state and _ local 
governments materially outweigh alto- 
gether the entire federal government. 
This may be regarded as testimony to 
the vitality of our federal system which 
should at least temper some of the con- 
cern which has been so widely expressed 
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over an alleged “overwhelming drift” 
of responsibilities to the central gov- 
ernment.” w 


California may give new 
corporations tax break 


RussELL Bock REPORTED IN HIS COL- 
UMN in the September CPA Newsletter 
that the Franchise Tax Board of Cali- 
fornia is studying the possibility that 
the allocation formula may be modi- 
fied to give tax relief to corporations 
that establish new plants in California. 
The problem is such, he said, that the 
investment in a California plant in such 
cases is often disproportionate to the 
investment in the company’s old plant 
outside the state, because of increased 
building costs and other factors. The 
result is that the allocation formula 
subjects a relatively high percentage of 
the corporation’s total income to Cali- 
fornia tax at a time when the new plant 
is getting established and its actual 
profits may be very poor. The news re- 
lease indicated that the Franchise Tax 
Board was considering the possibility 
of adjusting the property factor in the 
allocation formula in some way for 
several years to produce a more equi- 
table result in these situations. This is a 
commendable idea with which most 
California CPA’s would agree whole- 
heartedly. * 


Cherney wins assessor’s award 
RicHAarp A. CHERNEY, CITY ASSESSOR of 
Fort Madison, Iowa, was presented with 
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the achievement award of the National 
Association of Assessing Officers at the 
annual meeting of the organization in 
Cincinnati on Wednesday, September 
29th. The award was granted for the 
excellent work done by Mr. Cherney in 
planning and completing the reappraisal 
of all taxable real estate in his jurisdic- 
tion and the installation of modern as- 
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sessment methods. We take this oppor- 
tunity to congratulate Mr. Cherney. 

The Oregon State Tax Commission 
was awarded the 1954 distinguished as- 
sistance award in recognition of its pro- 
gram of assistance to local assessment 
administration. The work was done 
under the direction of Commissioner 
Samuel B. Stewart. 





fi} Excess Prorirs Tax 


Sight drafts drawn on taxpayer is bor- 
rowed capital. [Non-acquiescence.] For 
purpose of Section 719(a)(1) (excess 
profits) sight drafts drawn on taxpayer 
by seller for purchase of cattle is bor- 
rowed capital. The Commissioner had 
argued the liability was open account 
indebtedness prior to the drawing of 
drafts as mere evidence. S. Loewenstein 
¢& Son, 21 TC 648. Non-acq., IRB 1954- 
41, 6. 


Increase in volume and profit through 
eliminating competition not grounds for 
excess profits relief. Taxpayer published 
a newspaper in Atlanta. The city had 3 
papers until 1939 when one stopped 
publishing and taxpayer bought up its 
assets. Taxpayer claimed it was entitled 
to excess profits tax relief under Section 
722(b)(2) because business had been 
depressed through unusual business cir- 
cumstances and under Section 722(b) 
(4) because the character of its busi- 
ness was changed. The Tax Court found 
taxpayer’s business was better in the 
base period than immediately prior to 
it and was therefore not depressed and 
that volume and _ profit 
- through increased assets and decreased 
competition did not constitute a change 
in the character of the business. Con- 
stitution Publishing Co., 23 TC No. 5. 


increase in 


Court has no jurisdiction to hear stand- 
ard excess profits issues in Section 722 
hearing. Taxpayer sued for relief from 
excess profits tax under Section 722 
and the Commissioner by way of an- 
swer claimed regular excess profits de- 
ficiencies which were barred by the 
statute of limitations. The Court held 
that a litigant in a claim for relief may 
not raise any issues relating to the gen- 
eral provisions of the excess profits tax 
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so it had no jurisdiction to hear the 
standard issues in a 722 proceeding. 
Poe Manufacturing Co., TCM 54-158. 


No adjustment of interest for 1947 loss 
carryback used in 1945 excess profits 
determination. In 1947 taxpayer corpo- 
ration sustained a net operating loss of 
$306,067 which included $41,826 in 
accrued interest expense. For purposes 
of determining loss carryback against 
1945 excess profits the Commissioner 
disallowed one-half of the accrued in- 
terest because the 1945 excess profits 
was computed using borrowed invested 
capital. The Tax Court held no adjust- 
ment of interest deduction was allow- 
able in computing 1947 operating loss. 
The computing of 1945 excess profits 
under Section 714 was immaterial since 
the excess profits law had expired and 
did not apply to 1947. North Star 
Woolen Mill Co., 22 TC No. 154. 


Unused credit carried over from fiscal 
year is the composite credit. Taxpayer 
reported on a year ending November 
30. For the year ended 11/30/44, the 
credit was ?1/s¢¢ of the credit under 
the 1943 law and 3°5/,¢6 of the credit 
under the 1944 law. The unused credit 
carryover is the unused composite credit 
—not the unused credit under the 1943 
law as contended by the taxpayer. The 
Court conceded that the law was am- 
biguous and reached its conclusion 
largely on Congressional purpose in 
providing rules for fiscal year corpora- 
tion. Girard Trust Corn Exchange Bank, 
22 TC No. 168. 


Relief from excess profits tax denied 
where invested capital was larger than 
average income credit. Taxpayer corpo- 
ration operating a machine shop was 
denied relief from excess profits under 
Section 722(b) (4) where the invested 
capital credit was more than the av- 





erage income credit and it failed to 
show an amount to be used as construc- 
tive average base period net income. 
Mokry and Tesmer Machine Co., 23 
TC No. 4. 


Excise DECISIONS 


Transfer of stock not essential to reor- 
ganization under bankruptcy act is sub- 
ject to documentary stamp tax. In a 
plan of reorganization under Section 
77 of the Bankruptcy Act all stock is- 
sued in the reorganization was put in 
a voting trust which was in effect for 
five years. At the end of five years the 
stock was transferred from the voting 
trustees to the voting trust certificate 
holders. This transfer was not exempt 
from the documentary stamp tax be- 
cause it was not essential to make a 
plan or reorganization effective under 
Section 77 of the Bankruptcy Act. Rev. 
Rul. 54-413. 


Instruments held debentures subject to 
stamp tax where issuing borrower is 
restricted from making additional loans 
and investments. Interest-bearing in- 
struments of indebtedness payable in 
fifteen years given by a borrower to an 
insurance company to secure a loan are 
taxable debentures where an agreement 
made them payable in fifteen years and 
restricted the borrower in making loans 
and investments. The H. Kobacker & 
Sons Co. v. U.S., DC Ohio, 9/28/54. 


Original issue tax payable on bonds 
assumed and renewed. The assumption 
by a corporation of bonds of individuals 
or different corporations coupled with 
simultaneous renewal subjects bonds to 
the original issue tax imposed by Sec- 
tion 1800 and 1801. Rev. Rul. 54-385. 


Sale of water heaters subject to house- 
hold appliance tax. The household ap- 
pliance tax under Section 3406(a) (3) 
is payable on the sale of water heaters 
with less than 7!/, KW heating ele- 
ments. Rev. Rul. 54-386. 


Movement of unmarketable coal not 
subject to transportation tax. The trans- 
portation of unmarketable coal to stor- 
age plants prior to final processing and 
to processing plants is not subject to 
transportation tax on coal. The tax at- 
taches on the first transportation for 
hire of marketable coal from the prepa- 
ration plant. Rev. Rul. 54-387. 
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Uncertainties facing the partnership 


which elects to be taxed as a corporation 


‘ecTION 1361 OF THE INTERNAL REVE- 

NUE CODE OF 1954 provides an elec- 
tion to have “certain partnerships and 
proprietorships” taxed as domestic cor- 
porations. Although the area of election 
is defined with considerable certainty, 
the consequences of election in a par- 
ticular case may be uncertain, at least 
until issuance of Regulations. 

Our fellow-editor, John F. Costelloe, 
analyzed problems involved for the re- 
cent Federal Tax Forum symposium, 
and we asked him to let us quote him 
here. He says this. 

The election is to be made by the 
proprietor or all the partners owning 
an interest in the enterprise at any time 
during the taxable year to which the 
election applies (Section 1361(a)). 
The statute thus seems to give veto 
power to even a person who owned only 
a small interest in the enterprise, and 
has disposed of that interest before the 
time for election. However desirable 
this power may be from the standpoint 
of recognizing differences in tax posi- 
tions of individuals, its existence may 
put an unwarranted premium on dis- 
sidence. And efforts to minimize that 
premium might cause the enterprise to 
be classified as an “association,” taxable 
in any event as a corporation (cf. Sec- 
tion 7701 (a) (8)). 

Even where perfect harmony obtains 
among the owners, the election may be 
unavailable. It is not available to an 
enterprise in which capital is not a 
material income producing factor, un- 
less 50 per cent or more of its gross 
income is derived from trading as a 
principal or buying and selling speci- 
fied kinds of property for the account 
of others (Section 1861(b) (4)); or to 
a partnership having more than 50 


& 


members (Section 1861(b)(1)); or to 
an enterprise having as a proprietor or 
partner, a nonresident alien or a foreign 
partnership (Section 1361(b) (3)). In- 
terlocking ownership may bar the elec- 
tion—an enterprise may not elect if a 
proprietor or partner having an interest 
of more than 10 per cent in profits or 
capital has a similar interest in another 
unincorporated business enterprise tax- 
able as a domestic corporation (Section 
1361(b)(2)). This presumably refers 
only to enterprises so taxable as the re- 
sult of election under Section 1361. 


Owners are not employees 


In general, the election causes the 
enterprise to be treated as a corpora- 
tion and its owners to be treated as 
shareholders (Section 1361(c),(h),(j), 
(k),(1)). The owners may not, how- 
ever, be considered as employers for 
purposes of Section 401(a), relating to 
employees’ pension trusts, etc. (Section 
1361(d)). Personal holding company 
income is to be taxed directly to the 
owners, despite an election (Section 
1361(i)). An elected enterprise is not 
to be considered as a corporation for 
purposes of provisions governing or- 
ganizations and reorganizations (Sec- 
tion 1361(m)), except in case of a 
contribution of property either as paid- 
in surplus or as a contribution to capi- 
tal, on which gain or loss is recognized 
(Section 1361(m)(1)), and in case of 
the organization of an enterprise as to 
which the election is made for its first 
taxable year (Section 1361(m) (2)). 


Change of election 


Once made, the election is irrevo- 
cable until a year in which the electing 
proprietor or partners have an interest 
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of 80 per cent or less in profits and 
capital. For that and subsequent years 
the enterprise shall not be considered a 
corporation unless a new election is 
made in accordance with the provi- 
sions for the initial election (Section 
1361(f) ). 

Questions of the effect of such ter- 
mination of the elective treatment are 
probably the most important and 
doubtful presented by Section 1361. 
Take the case of an elected enterprise 
which has accumulated earnings. Sale 
or other termination of even a very 
small minority interest may terminate 
the original election, and another very 
small minority interest may block a new 
election. How will the Service then 
treat the accumulated earnings? Will it 
maintain that there has been a con- 
structive dividend, with frequently un- 
fortunate consequences of bunching of 
ordinary income? Will it assert that 
there has been a constructive liquida- 
tion, with “collapsible” treatment under 
Section 341(B) a consequence in an 
otherwise appropriate case? In either 
event, the tax law may give grave new 
consequences to dissidence. 

Problems of accumulated earnings 
were considered more directly in con- 
nection with a proposal to permit some 
corporations to be taxed as partnerships. 
The House Bill adopted neither that 
proposal nor the one which became 
Section 1361 of the new code; the Sen- 
ate Bill adopted both (Sections 1351 
and 1361); and the Conference Com- 
mittee adopted only the proposal which 
became Section 1361 of the new code. 

In its report on the proposal that 
some corporations be allowed to be 
taxed as partnerships, the Senate Fi- 
nance Committee had observed (p. 
453) that the “election must be re- 
stricted to the first taxable year in order 
to avoid the possibility of an accumula- 
tion of corporate earnings and profits.” 
The apparent failure to provide for 
similar problems in connection with 
terminations of an election to have a 
partnership taxed as a corporation is 
the more puzzling in light of Section 
1361(m) (2), referred to above. 

Elsewhere, the new code smooths the 
way for those who would have an enter- 
prise take corporate form (Section 351). 
Except in the rather rare case where 
commercial custom or rule of law bars 
incorporation, actual use ofthe corpo- 
rate form may often be preferable to 
the hazards of attempting to construe 
Section 1361 without benefit of clarify- 
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ing Regulations. And even where use 
of the corporate form is barred by con- 
siderations unrelated to taxes, prudence 
may indicate a choice to be taxed as a 
proprietorship or partnership, pending 
issuance of such Regulations. w 


Can limit on loss to partner 
in new law be overcome? 


AN UNEXPECTED AND CURIOUS possi- 
“*bility for overcoming the apparent 
intention of the 1954 Code is suggested 
in a letter from George W. Uri, a San 
Francisco CPA and partner in Irelan & 
Uri. “These conclusions” he says, “ap- 
pear ridiculous in relation to apparent 
legislative intent, but I find myself un- 
able to detect the fallacy, if any, in this 
chain of reasoning. Perhaps your readers 
would be interested in considering the 
following. The attempt in Section 704 
(d) of the 1954 Code to limit the allow- 
ance of loss to a partner in the loss year 
can apparently be overcome by the 
application of Section 752(a). 

Under Section 704(d) a partner’s 
distributive share of partnership loss is 
to be allowed only to the extent of the 
adjusted basis of that partner’s interest 
in the partnership at the end of the 
partnership year in which the loss 
occurred. 

Section 752(a) states in part that any 
increase in a partner’s share of the lia- 
bilities of a partnership is considered a 
contribution of money by the partner 
to the partnership. 

Applying Section 722, the basis of 
the partnership interest is, for the pur- 
poses of Section 704, apparently in- 
creased by an increase in the partner's 
share of partnership liabilities. 

Proceeding under the applicable sec- 
tions of the code assume the following 
‘circumstances: A and B form a part- 
nership. A contributes $1,000 in money. 
B contributes property worth $1,000 
but having a basis in his hands of $409. 
A loss of $1,000 is suffered during the 
first year of operation. The loss is allo- 
cated on the partnership books equally 
to the partners. B’s distributive share 
of the loss is $500 but applying Section 
704(d) limits the allowance of the 
loss to $400. This being a situation un- 
desirable to B he secures the coopera- 
tion of a friendly lender. On the last 
day of the partnership year a loan of 
$200 is obtained. B’s basis is thus in- 
creased to the extent of half the lia- 
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bility. B’s adjusted basis has become 
$500 and the loss allocable to him be- 
comes allowable in the year in which 
it occurred. The proceeds of the loan 
are presumably placed in a sealed en- 
velope and returned early in the fol- 
lowing year at a time when earnings 
are more satisfactory. 

The result thus obtained is obviously 
one out of harmony with the apparent 
intent of Section 704(d). The inclusion 
of a pro-rata share of liabilities under 
Section 752(a) seems to have arisen by 
analogy with the treatment of mort- 
gaged real estate in sales. Inclusion of 
the indebtedness assumed as part of the 
proceeds from the sale of a partnership 
interest offsets the inclusion of in- 
debtedness in the basis of a transferor 
partner. Consequently the provision is 
of no real significance but essentially 
harmless in an actual sale of a partner- 
ship interest. However, as suggested 
above, extension of the notion of 
changes in liabilities affecting basis to 
non-sale situations leads to somewhat 
illogical consequences. 

Mr. Uri points to another anomalous 


result of the new rule about partner’s 
assumption of liabilities, mentioned on 
page 27 of our September issue. It 
seems to us that this rule will make 
sense only if it is interpreted as appli- 
cable only when the partner personally 
assumes a debt which is not covered by 
a simultaneous increase in assets. In Mr. 
Uri’s example though the partner B is 
liable for one-half the bank loan, the 
assets of the partnership (in which he 
has a half interest) is increased by 
the amount of the loan. Economically 
he has not increased his investment in 
the partnership as he would if he per- 
sonally permitted the partnership and 
the other partners to be released from 
an existing bank loan. In such a case 
the assets of the partnership would not 
change but the liability of the firm 
would be eliminated and this would 
represent an investment by B. Such a 
release would be reflected on the books 
of the partnership by an entry 


Dr. Bank loan 200 
B capital 200 
It will be interesting to see what posi- 
tion the Regulations take. ve 





Individual partners are penalized 


for failure to file information returns 


—_ INDIVIDUALS OPERATING aS a 
partnership in Missouri recently 
found themselves under indictment for 
failure to file Forms 1096 and 1099 as 
required by Section 145(a). Also two 
of the same individuals were found to 
comprise a separate partnership, and 
in addition to the above charge, were 
indicted for both filing a false return 
for the separate partnership, and for 
aiding, abetting, counseling, etc., the 
filing of the same false return. Although 
the reported case (United States v. 
Wyman (S.D. Mo., July, 1954)), is 
concerned chiefly with jurisdictional 
technicalities, in resolving those ques- 
tions the court makes some interesting 
observations relating to the applicabil- 
ity of the criminal provisions of Sections 
145(a), 3809(a), and 3793(b)(1). 
See Sections 7201 et seq. 1954 Code. 

It is to be noted that the gravamen 
of the offense here is the failure to file, 
or the false filing of Form 1096; Form 


1099 being in the nature of an unveri- 
fied schedule to Form 1096, the penalty 
is limited to the transmittal form. 
United States v. Carroll, 345 U.S. 457 
(1953). Thus the failure to report the 
payment in excess of $600 to fifteen in- 
dividuals constituted only one count in 
the indictment. It should also be borne 
in mind that the sections of the code in- 
terpreted in the Wyman case apply 
with equal force to all partnership in- 
formation returns and not merely to the 
Form 1096 here before the court. 

In the Wyman case the rationale of 
the court seems to be this: By statute, 
information returns are required to be 
filed when certain payments in excess of 
$600 are made during the taxable year. 
This duty is placed upon every person 
so paying the required amount. For 
“purposes of information” the partner- 
ship is a separate entity from the indi- 
viduals comprising the partnership, so 
the partnership must file the proper 
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return when,.as a “person,” it makes 
such payments. But the placing of the 
duty on the partnership “entity” con- 
currently imposes the duty on each of 
the partners to perform that duty on 
behalf of the partnership, and the fail- 
ure of a partnership to file a return will 
render each of the partners subject to 
indictment for the omission. Of course, 
the duty may be delegated by the part- 
ners to one of their group, but, in the 
words of the court: “. . . [A]bsent 
evidence as to the duty imposed upon 
a particular partner to file informational 
returns for the partnership, the pre- 
sumption is that each such partner was 
under a duty to perform that act on 
behalf of the partnership.” 

The duty having been imposed upon 
the partnership and having been dele- 
gated to a particular partner will not, 
of course, relieve the remaining partners 
of their responsibility. The partner to 
whom the duty was not delegated can 
still fall afoul of the law. For example, 
if a false return is executed by both 
partners of a partnership, it is of no 
consequence to argue that the act done 
was the duty of but one of the part- 
ners, and in such a case, there appears 
little doubt that a proper charge could 
be made under Section 7206 (1) (for- 
merly Section 3809(a)), against both 
partners. At this juncture the case can 
hardly be said to be more than declara- 
tory of the generally accepted interpre- 
tation of the criminal provisions herein 
discussed. 

In the Wyman case, however, there 
was found to exist a two-man partner- 
ship. Both of the partners were charged 
with having executed a false and fraud- 
ulent return. In addition they were 
charged with aiding and abetting the 
filing of such a return on behalf of the 
partnership. The court experienced no 
difficulty in upholding the indictment 
against a motion to dismiss. Judge Ridge 
reasoned that there were involved two 
separate entities, the partners and the 
partnership; that there were imposed 
two distinct duties: “The work of prepa- 
ration is ended before the duty to file 
begins.” Thus the individual partners 
could be indicted for the commission of 
a criminal act in the execution of a false 
return, and at the same time they could 
be charged with aiding and abetting 
the commission of the criminal act of 
filing the false return by the -artner- 
ship. w 
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New partnership decisions this month 





Wife held bona fide partner in family 
partnership. The present case was ap- 
pealed from the Tax Court by the 
Commissioner and the taxpayer. The 


_ Circuit Court had previously in Estate 


of Claude E. Dorsey, reversing and 
remanding to the Tax Court, held that 
taxpayer was a bona fide partner for 
tax purposes. Both the Commissioner 
and the taxpayer approved reversing 
and remanding this action for recompu- 
tation in line with the previous decision. 
Katherine Dorsey, Comm. v., CA-5, 
9/30/54. 


Deficit of non-profit hospital deductible 
by medical partnership. [Acquies- 
cence.] A medical partnership paid the 
losses of a non-profit private hospital 
incorporated by the doctor partners. 
Only their patients were allowed en- 
trance to the hospital. The Court al- 
lowed the partnership to deduct as ordi- 
nary and necessary business expenses 
the amounts paid although the partner- 
ship was not legally obligated to pay the 


Don’t do anything rash 
until regulations come out 


“WaIT FOR THE REGULATIONS.” That’s 
what one high official of the IRS said 
after listening to the session on taxa- 
tion of partnerships held by the Ameri- 
can Institute of Accountants last month. 
The session, which was devoted solely 
to partnerships, was held at the Astor 
Hotel in New York in connection with 
the AIA annual meeting. 

The panel of six CPA’s, under the 
really brilliant chairmanship of James 
Mahon, had ranged pretty widely over 
the whole subject, and at every turn 
questions which seemed im- 
possible to answer. The admonition of 
the IRS official to wait for the regula- 
tions was prompted by the apparent 
undercurrent of belief that fancy tax- 
saving tricks were going to be possible 
under the new partnership rules. We're 
sorry we can’t name this official, but let 
us give you this well-founded rumor: 
the regulations are going to make the 
partnership sections a good deal more 
certain, and less full of tax-saving op- 
portunities, than many practitioners 
now suppose. * 


arose 


hospital's losses. Charles J. Dinardo, 22 
TC No. 57. IRB 1954-37, 6. 


Expenses of administering a partner- 
ship are deductible. [Acquiescence.] 
Where Kansas law allowed deduction 
of administrative expenses for adminis- 
tering a partnership after the death of 
a partner, such as attorney fees, court 
costs and administrator's fees, the 
Tax Court held they were deduc- 
tible as ordinary and necessary partner- 
ship expenses. They were reasonable 
and were incurred for management of 
income-producing property and not in 
the sale of capital assets. Leonard A. 
Farris, 22 TC No. 16. IRB 1954-37, 6. 


Partnership of wives held separate en- 
tity for tax purposes. [Acquiescence.] 
A partnership composed of the wives 
of four stockholders taking over a cor- 
porate business is a separate entity for 
tax purposes. Meldrum and Fewsmith, 
Inc., 20 TC 790. Acq., IRB 1954-41, 6. 
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No matter what services you 
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day changes in Federal in- 
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AAunounctiug 
THE PUBLICATION OF A MAJOR NEW TOOL FOR TAX MEN 


“How to work with the Inter- 
nal Revenue Code of 1954” 


THIS IS THE FIRST major book by practicing tax me to 
be published which explains how to apply the new 1954 tax taw 
specifically, immediately, to clients’ problems. 


THIS IS the complete symposium of the week-long study 
session conducted by the Federal Tax Forum, Inc., in New York 
last month. The authors are 45 of the country’s leading tax 
lawyers, CPA’s, corporate tax executives. ..all members of this 
The Forum set itself to determine 
how the new law would work in the hands of tax men...in 


foremost tax study group. 


everyday practice: these working tax men have given us the 
answers. 


The proceedings of this symposium is 
now at the printer’s: it will be ready early 
next month. While it is printed mainly 
for registrants at the Symposium, extra 
copies may be purchased while available. 
You may reserve one of these for yourself 
by returning the card below. 


So certain are we that you will find this an invaluable hand- 
book...in constant use...that we guarantee it uncondition- 


ally. If for any reason you don’t like it, send it back—pay 
nothing. Send no money now. All you do now is reserve 


your copy, sO we may print enough to meet the demand. 
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Thin corporations are still causing 


trouble for taxpayers 


N THEIR STRUGGLE TO GET one or 

more of the three tax advantages of 
the thin corporation, taxpayers recently 
in the courts have had a rather dis- 
couraging time. Whether it be to get 
(1) distributions in the form of loan 
repayments, (2) deduction for interest 
paid, or (3) possible bad debt deduc- 
tions by stockholder if corporation fails, 
the courts seem to be possessed of their 
own brand of X-ray vision. 

In three decisions handed down re- 
cently, the Tax Court held that stock- 
holders who had loaned money to their 
corporations were not entitled to charge 
off the loans as business bad debts when 
the corporations failed. These were the 
cases of Greenhouse, Barry, and Baum 
[discussed on page 18. Ed.] all Tax 
Court Memorandum Opinions. The 
taxpayers were stockholders of separate 
family corporations. The Tax Court 
found in each case that the taxpayers 
were not engaged in the business of 
lending money to corporations. The 
losses were treated as non-business bad 
debts. 

In Lidgerwood Manufacturing Com- 
pany, 22 TC No. 141, a parent had lent 
money to its subsidiary. In order to 
improve the financial condition of the 
subsidiary, the parent voluntarily can- 
celled the obligation and took additional 
stock in lieu thereof. The Tax Court 
held that the parent was not entitled 
to a bad debt deduction. It said that 
the amount of the debt, when cancelled, 
became the basis for the new stock ac- 
quired and that the deduction would be 
allowable only when the stock was sold 
or became worthless. 

In the July issue, we discussed the 
case of Houck v. Hines, which had then 
been appealed from the District Court 





of Oklahoma. This case has now been 
affirmed by the Court of Appeals for 
the Tenth Circuit on a rather technical 
legal ground. In anticipation of a sale, 
a business was transferred to a corpora- 
tion, with one shareholder receiving all 
of the stock and notes as a nominee for 
the others. The plan was that the stock 
would be paid for by the purchasers, 
and the sellers would receive the notes 
as security for the balance of the selling 
price. The sale fell through and the 
stock and notes were distributed pro 
rata among the original owners. One 
of the owners received a payment on 
his note and treated it as a capital gain. 
The lower court held that it was in 
reality a dividend, and the Court of Ap- 
peals affirmed this decision. 

We pointed out in our previous dis- 
cussion that there was a possibility of 
reversal on appeal, since there had not 
been an intention at the beginning to 
form a thin corporation. However, 
when the taxpayer appealed the case, 
he failed to bring up the entire record 
before the lower court. As a result, the 
Court of Appeals did not feel itself in 
a position to go into the facts of the 
case, and affirmed on the ground that 
the question was a mixed question of 
fact and law, and on the basis of the 
record before it, could not be re- 
versed. ¥ 


Transferee liability after 
tax-free reorganization 

In Eleanor H. Bennig, 22 TC No. 136, 
a parent corporation owned all of the 
common stock of a subsidiary, and in- 
dividual shareholders owned the pre- 
ferred. The subsidiary was dissolved 
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and its assets transferred to the parent, 
which in turn issued its preferred stock 
to the individual shareholders in ex- 
change for their preferred stock of the 
subsidiary. The subsidiary had an un- 
paid income tax liability, and the gov- 
ernment elected to collect it from the 
preferred shareholders. The Tax Court 
sustained the right of the government 
to assert this transferee liability. 

The court relied on the case of Bates 
Motor Transport Lines, Inc., 17 TC 151, 
affd (CA 7), 200 Fed (2d) 20. The 
court said that the net result was the 
same as though the parent company 
had given its preferred stock to the sub- 
sidiary, and the subsidiary issued it to 
its own shareholders in exchange for its 
own prefererd stock. In the same case, 
the court also held that the net losses 
of the parent after the reorganization 
could not be carried back to eliminate 
the income of the subsidiary. 

This case points up the fact that the 
tax-free provisions of corporate reor- 
ganizations cannot be carried beyond 
the actual statutory language. There 
are probably other situations in which 
a stockholder receives stock and securi- 
ties as a result of a reorganization and 
unknowingly subjects himself to trans- 
feree liability. % 


Taxpayer unsuccessful in 
proving partial liquidation 
WHEN A CORPORATION distributes all of 
its assets to its shareholders, a complete 
liquidation takes place, entitling the 
shareholders to capital gains treatment 
of the proceeds. When a corporation 
distributes only a portion of its assets, 
we may have either a dividend, taxable 
at ordinary rates, or a partial liquida- 
tion, taxable at capital gains rates. 

An excellent example of a partial 
liquidation is the case of a corporation 
operating two separate and distinct 
businesses. It disposes of one of the 
businesses and no longer has need for 
the funds. As a general rule, if it dis- 
tributes these excess funds to its share- 
holders, a partial liquidation will be 
deemed to have occurred. 

In Estate of Charles D. Chandler, 22 
TC No. 142, a corporation which had 
been operating a department store sold 
out and with the proceeds opened up a 
ladies’ ready-to-wear store. It did not 
need all of its original capital and made 
a distribution of it to its stockholders. 
In a very well written decision, which 
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reviewed the cases on this subject, the 
court held that this was a dividend, 
rather than a partial liquidation. The 
court pointed. out that, although there 
was a contraction of the business, there 
was not a contraction of the capital 
needed. The excess funds at the time 
of the distribution had also been excess 
funds when the corporation was operat- 
ing the department store. 

Section 346 of the Internal Revenue 
Code of 1954 defines a partial liquida- 
tion. If the transaction can be brought 
definitely within Section 346(b), you 
will have a partial liquidation. If it 
does not fall within that section, you 
may have a dividend. The rules as to 
situations not falling under Section 346 
(b) are the same as those under Section 
115(c) of the 1939 Code. 


Clarification on Kimball- 
Diamond 


In the September issue we referred 
to the codification of the Kimball- 
Diamond Milling Company doctrine 
(CA 5, 1951, 187 Fed (2d) 718). 
The language we used may have been 
subject to misinterpretation. The stock 
of the subsidiary must be acquired by 
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purchase within a 12-month period. 
Within two years after the requisite 80 
percent has been acquired, the plan of 
liquidation must be adopted. It is to 
be hoped that the regulations to be is- 


sued under Section 334(b)(2) will 
clear up some of the questions which 
have arisen, such as the time limit for 
making the distribution after the plan 
has been adopted. * 





Liquidation of 79%-owned subsidiary 
taxable. Stock of the parent was issued 
to the 79%-owned subsidiary for its 
assets (subject to liabilities). Then the 
subsidiary was liquidated. The Service 
holds that since the parent “acquired 
only 21% of the assets of the subsidiary 
through the exchange,” it is taxable. 
The other 79% of the assets were re- 
ceived as a liquidating dividend. Rev. 
Rul. 54-396. 


Sale of treasury stock to president not 
taxable. [Non-acquiescence.] The Court 
holds that in selling some 15,000 shares 
of treasury stock to its president the 
corporation’s purpose was to retain him 
as its chief executive. This being the 
purpose, it was not dealing in its own 
shares as it might in those of another 
corporation. Hence there is no taxable 
gain to the corporation or the sale. 
[1954 Code provides that corporation 
does not realize gain or loss on dealings 
in treasury stock. Ed.] Timken-Detroit 
Axle Company, 21 TC 769. Non-acq., 
IRB 1954-38, 5. 


Redemption of majority stockholder’s 
stock is distribution in partial liquida- 
tion. A corporation redeemed all the 
stock of its majority stockholder who 
resigned as officer and director but 
remained in the employ of the company 
for a short time to train employees. The 
redemption is a distribution in partial 
liquidation, to the extent it does not 
exceed the fair market value of the 
stock being redeemed, under Section 
115(c) and (i) and not a dividend 
under Sec. 115(g). Rev. Rul. 54-408. 


Corporation liquidated before planned 
dividend income is received, not liable 
for tax. Mr. Glore was sole owner of 
Challen Corp., which held stock in 
Adams Oil, which in 1943 was in proc- 
ess of liquidation. After receipt of the 
first liquidating dividend from Adams, 
Challen paid its debts, distributed its 
Adams stock December 7, and was 
legally dissolved December 23, 1943. 
The second and third (final) liquidat- 


ing dividends were paid to Mr. Glore 
personally. The Commissioner asserted 
tax on them to Challen (Glore as trans- 
feree). The Court holds that Challen 
was dissolved while it was still possible 
for the planned liquidation of Adams 
to be halted. The distributions were in- 
come to Glore personally. Glore et al., 
Exrs. v. U.S. (Glore Estate), DC IIL, 
8/9/54. 


Partial stock redemption is a dividend 
despite business contraction. The de- 
cedent was president-manager of a fam- 
ily corporation operating a department 
store. Due to his illness, the corporation 
sold the store, business, inventory, etc., 
in 1946 for cash. Later in the year the 
corporation began operating a some- 
what smaller store. Since the capital 
needed was smaller, the corporation re- 
deemed one-half the stock at book 
value and reduced the legal capital. 
The Court applying the “essentially 
equivalent” test held that the distribu- 
tion (to the extent of the corporation’s 
surplus) is taxable as a dividend. Re- 
duction of the large cash account of 
the firm could have been accomplished 
by a dividend; that tax saving was not 
a motive is not controlling; the con- 
traction of the business is important 
but not controlling. Estate of Charles 
D. Chandler, 22 TC No. 142. (See dis- 
cussion above also. Ed.) 


Liquidation held part of reorganization 
plan and distribution taxed as ordinary 
income. Taxpayers held the majority 
of the stock in an automobile agency 
organized in 1946. In 1948 when the 
minority stockholder wanted to sell his 
stock the operating assets were sold to 
a new corporation and the stock of the 
minority stockholder called. The origi- 
nal corporation then distributed the re- 
mainder of its assets to taxpayers in final 
liquidation. The Commissioner claimed 
there was a reorganization within the 
meaning of Section 112(g) and the 
gain was taxable as ordinary income 
under 112(c). Taxpayers claimed a 


liquidation resulting in capital gain. 
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The Tax Court held the liquidating 
distribution was part of a reorganiza- 
tion plan and taxpayers received assets 
of the corporation as boot under 112- 
(c) which was taxable as a dividend. 
William M. Liddon, 22 TC No. 150. 


Reasonable salaries for auto dealer. 
Taxpayer paid its president and vice- 
president salaries of $12,000 each in 
1946 and $10,000 each in 1945 plus 
50% of the profit after 15% on capital. 
This was the formula adopted when 
General Motors held most of the voting 
stock and was continued after the two 
executives (with their wives) each had 
50% of the company. As in other cases, 
the Court held that the salaries were 
not reasonable merely because the for- 
mula had been originally adopted at 
arms length. The Court felt that bonuses 
of about $31,000 each in 1946 (1945 
bonus was $4,500 each) would not 
have been paid except to stockholders, 
because company needed the money. 
Moreover, the high profit was due more 
to car shortages than executive ability. 
It noted “with interest” that after leav- 
ing this petitioner, the president, in a 
new dealership, had a contract limiting 
his bonus to $20,000. The Court found 
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that 1945 salary and bonus was rea- 
sonable and allowed $25,000 total salary 
and bonus for each executive in 1946. 
City Chevrolet Co., TCM 1954-155. 


New corporation cannot carry over 
predecessors loss or unused excess 
profits tax credits. A new corporation 
acquired the assets and liabilities of its 


* predecessor and issued its stock in con- 


version of predecessor's stock on a share 
for share basis. For Federal tax purposes 
the two companies were separate cor- 
porations and the new corporation could 
not carry over predecessor’s loss or un- 
used excess profits tax credits. Common- 
wealth Title Co. of Pa. v. Comm., DC 
Pa., 8/6/54. 


Increased rent when affiliate acquired 
building disallowed. Taxpayer operated 
a store in rented space. The two stock- 
holders (and the wife of one) formed 
a corporation which bought the build- 
ing. A new percentage lease was signed, 
at rates proposed by the mortgagee as 
adequate to secure the mortgage. The 
Court finds however that if the parties 
dealt at arms length, the tenant would 
not, without consideration, have given 
up the old favorable lease. It allows the 


new rental only after the date the old 
lease would have expired. Three dis- 
sents; they would allow entire rent un- 
der new lease. Ray’s Clothes, Inc., 22 
TC No. 166. 


Transferred reinsurance reserve fund of 
predecessor includible in income. Tax- 
payer's predecessor had acquired a re- 
insurance reserve fund from a third 
company which it transferred to tax- 
payer. This amount was includible in 
taxpayers income and deductible as a 
business expense by the third company. 
Commonwealth Title Co. of Pa. v. 
Comm., DC Pa., 8/6/54. 


Certificates for unpaid interest received 
in reorganization. The Court holds that 
non-interest-bearing certificates issued 
for accrued unpaid interest on Central 
Railroad of N. J. 5s of 1987 were se- 
curities issued in a taxfree reorganiza- 
tion and not taxable. The Commissioner 
had contended that the fair market 
value of these certificates should be 
treated like cash and taxed as ordinary 
income to the extent interest accrued 
after the taxpayers bought the bond. 
Estate of William Bernstein, 22 TC No. 
169. 
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The taxpayer's job gets tougher with 


our new expanded benefit program 


( CTOBER 1954 was a big month in 
J the Social Security Field. Benefits 
became bigger and many persons first 
became eligible for benefits. January 
1955 will be another big month for 
many millions. More are covered, the 
wage base is increased, and retired and 
disabled individuals get preferred treat- 
ment. The following outline, based on 
a report prepared by the Social Secur- 
ity Committee of the Commerce and 
Industry Association of New York, of 
which your editor is chairman, sets 
forth the high points of the new law: 


Approximately 10,000,000 additional 
persons who work during the course of 
a year will be brought under the law. 


Coverage for the first time to— 
SELF-EMPLOYED Farmt OPERATORS— 
who have net earnings from self-em- 
ployment of $400 or more. 


CLERGYMEN—if they elect individually 
for coverage as self-employed persons. 


SELF-EMPLOYED PROFESSIONAL WOoRK- 
ERS—specifically included are profes- 
sional engineers, architects, accountants 
and funeral directors; excluded are law- 
yers, physicians, dentists, osteopaths, 
veterinarians, chiropractors, 
paths, and optometrists. 


nature- 


Coverage in greater numbers to— 


Hirep Farm Workers—who are paid 
at least $100 in cash wages by a given 
employer in a calendar year. 


Domestic WorkERs—who are paid $50 
or more in cash wages in a calendar 
quarter in private non-farm homes with- 
out regard to the number of days 
worked. 


EMPLOYEES OF STATE AND LOCAL 
GovERNMENTs—who are covered by 
state and local retirement systems 
(other than policemen and firemen) 
under voluntary agreements between 
the state and the federal government, if 
a majority of the members of the system 
vote in a referendum in favor of cover- 
age. 


EMPLOYEES OF THE FEDERAL GOVERN- 
MENT—who are not covered by a retire- 
ment system. 


EMPLOYED OUTSIDE THE 
Unitep States—who are employed by 
foreign subsidiaries of American com- 
panies—covered if the foreign corpora- 
tion enters into an agreement with the 
United States Treasury Department to 
pay the combined employer-employee 
social security tax; American citizens on 
vessels and aircraft of foreign registry. 


CITIZENS 


EMPLOYED FIsHERMEN—who are em- 
ployed in the fishing industry (part- 
time and full-time workers are covered 
regardless of the tonnage of the vessel 
on which they are employed or the na- 
ture of the catch). 


EMPLOYED Home WorKErRS—who work 
for business firms at home sewing, tele- 
phoning, or addressing envelopes are 
covered even though their services are 
not subject to state licensing laws. 


Increased payments to present 
beneficiaries 


People presently receiving OASI pay- 
ments had their monthly checks in- 
creased beginning with the check mailed 
early in October. The minimum pay- 
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ment of $25 to a retired worker was 
raised to $30, and the old maximum 
payment of $85 went up to $98.50. 

Families of retired workers and sur- 
vivors of those who have died also got 
increases. Where there is only one sur- 
vivor drawing benefits, that is, just a 
widow, widower, child or parent alone, 
that person now receives at least $30 a 
month. 


Increased payments for 
future beneficiaries 


People who start getting old-age and 
survivors insurance payments in the 
future will get higher benefits than they 
would have received under the old law. 
The increases, however, will not be fig- 
ured in the same way as the increases 
to families already receiving monthly 
checks. 

The new law increases benefit pay- 
ments for workers retiring in the future 
in these three ways: 

(1) By counting earnings up to 

$4,200 each year commencing 
in 1955. 

(2) By dropping out some of the 
years of lower earnings (or no 
earnings) in figuring average 
earnings. 

(3) By using a new formula for 
figuring the worker’s benefit 
from his average earnings. 


Counting higher earnings 


Under the old law only the first 
$3,600 of earnings in a year could be 
counted toward benefits. The new law 
covers earnings up to $4,200 in a year, 
beginning January 1, 1955. 


Dropping out years of 
low (or no) income 


Under the old law the claimant's 
averege earnings could be pulled down 
by years in which he had low earnings 
or no earnings at all. If the individual 
first becomes eligible for old-age insur- 
ance benefits after August 1954, or has 
11/, years of covered work after June 
1953 up to 4 of these low-income years 
can be dropped out in figuring his aver- 
age earnings. If he has had 5 or more 
years of covered work, one more year 
can be dropped out. This will increase 
the amount of his average earnings, 
which means that his benefit will be 
higher. 


Using a new formula 


Under the new law the worker's re- 
tirement payment is figured by taking 
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55% of the first $110 of his average 
monthly earnings and adding 20% of 
the next $240.00 of his average earn- 
ings. This gives a maximum benefit of 
$108.50 per month. 

The total monthly family amount can- 
not exceed 80% of the worker’s average 
monthly earnings, or $200, whichever 
is less. (However, application of the 
80% maximum cannot reduce the 
family benefit below $50 or 11/, times 
the worker’s benefit amount, whichever 
is the larger figure.) 

To qualify for the maximum benefit, 
an individual must have had at least 
six quarters of coverage after January 1, 
1955. 


If the person works after payments 
could start 


The conditions under which monthly 
benefits can be paid while the claimant 
is working have been changed. If he 
is 72 years of age or over he may still 
accept the checks regardless of the 
amount of his earnings. If he is under 
72, payments will be made after the end 
of 1954 under the conditions explained 
below: 


Beginning January 1, 1955, he can 
be paid old-age and survivors insur- 
ance checks even though he will earn 
as much as $1,200 in the year, Earn- 
ings from any kind of employment or 
self-employment are counted. 

If he earns more than $1,200 in a year 
while he is under 72 years of age, 
benefits are not payable for some 
months of the year, The table below 
shows the number of checks payable 
for different amounts of earnings if 
the claimant works throughout the 


year: 

Number _ of 
monthly 
benefits 

Earnings payable 
$1,200 or less 13 
1,200.01—1,280 1l 
1,280.01—1,360 10 
1,360.01—1,440 9 
1,440.01-1,520 8 
1,520.01—1,600 7 
1,600.01-1,680 6 
1,680.01—1,760 5 
1,760.01—1,840 4 
1,840.01—1,920 3 
1,920.01—2,000 2 
2,000.01-2,080 1 
2,080.0l—or more 0 


Earnings from any source must be 
counted, whether or not the work is 
covered by the social security law. 

A person does not lose a benefit for 
any month in which he neither earned 
more than $80 in wages, nor rendered 
substantial services in self-employment. 


For those disabled or who become 


* disabled 


If a person is totally disabled and has 
been totally disabled over a period of 6 
months or more, he may apply begin- 
ning in January 1955 to have his earn- 
ings record “frozen” during the period 
of his disability to protect his benefit 
rights and his benefit amount. 

If he should become totally disabled 
in the future, his earnings record can 
be frozen after his disability has existed 
for at least 6 months. 

If the record is frozen, the period in 
which the individual was totally dis- 
abled (before age 65) will not be used 
in figuring his average earnings and will 
not be used in figuring the length of 
time he must work to qualify for bene- 
fits. 

This part of the law protects benefi- 
ciaries’ insurance rights while totally 
disabled. It does not provide cash dis- 
ability benefits. 

Earnings record may be “frozen” if: 


(1) The individual has a disability 


which: 
(a) has lasted more than 6 
months 


(b) is expected to continue in- 
definitely, and 

(c) keeps him from doing any 
substantially gainful work. 

(2) He worked in a job covered by 
the social security law for: 

(a) 5 out of the last 10 years 
before he was disabled, of 
which 

(b) 11/5 were during the last 
3 years before he was dis- 
abled. 


No application for disability deter- 
mination can be accepted before Janu- 





CONTRIBUTION RATES—ON 


Rate 
Calendar years percent 
1954-59 2 
1960-64 21/5 
1965-69 3 





EMPLOYER AND EMPLOYEE 


Rate 
Calendar years percent 
1970-74 31/> 
1975-& after 4 


Self-employed pay 1'/, times 
these rates. 
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ary 1, 1955. An application made by 
a disabled person before July 1, 1957 
can go as far back as the total disability 
actually began (but not earlier than 
October 1941), providing the disability 
still exists. After June 30, 1957, the 
application can go back for only 1 year. 
A period of disability ends when a per- 
son reaches age 65, and no period of dis- 
ability can begin after a person reaches 
that age. 

The application can be made by the 
disabled person himself, or, if he is un- 
able to appear, by someone else acting 
for him. It cannot be made after 
the disabled person’s death, however. 
Medical determination of the extent of 
disability will generally be made by a 
State vocational rehabilitation agency as 
agreed upon by the State and the Secre- 
tary of Health, Education and Welfare. 
The law encourages contact with State 
vocational rehabilitation agencies, who 
may be able to help restore the disabled 
to a productive place in the community. 





Commission salesman is employee for 
employment tax, but not OASI or with- 
holding. Not being an employee under 
common law rules, a tire salesman on 
commission is not subject to social se- 
curity nor is withholding required from 
his compensation. For employment tax 
purposes he is an employee under the 
statutory definition of a salesman of 
supplies to contractors. Rev. Rul. 54- 
433. 


Federal employment tax applies to rent 
paid for servants. Federal employment 
tax applies to rent paid by an employer 
to a landlord or his agent for quarters 
for employer’s domestic servant. Rev. 
Rul. 54-384. 


Employer's officer did not have duty 
to withhold taxes. The Commissioner 
assessed a penalty for failure to collect 
and pay over withholding taxes on 
wages paid by a corporation against 
an individual who had been made 
president at the request of a creditor. 
He had been given one share ef stock 
and was to supervise the corporation’s 
affairs for the protection of the creditor. 
The treasurer of the corporation was 
charged with the duty of preparing 
withholding returns. The District Court 





found the president was not under any 
duty to account for withholding taxes 
and was entitled to refund for penal- 
ties. E. C. Wade v. U.S., DC W.Va., 
8/13/54. 


Voluntary arbitrators on state arbitra- 
tion panel are not state employees for 
federal employment tax. Individuals 
serving as voluntary arbitrators in labor 
disputes on North Carolina Arbitration 
Panel are not employees of the State 
for Federal employment tax purposes 
because the common-law status of em- 
ployer and employee does not exist be- 
tween them. Their remuneration should 
be included in computing net earnings 
from self-employment. Rev. Rul. 54- 
411. 


Commission salesman is in non-excluded 
trade or business for federal employ- 
ment tax purposes. A commission sales- 
man who solicits orders for one com- 
pany from manufacturers only, but 
otherwise operates independently and 
unrestrictedly, is not an employee for 
Federal employment tax purposes. He 
is engaged in a non-excluded “trade or 
business.” Rev. Rul. 54-412. 





HOW MANY TAX 
SERVICES DOES IT 
TAKE T10-DAY? 


Keeping abreast of Federal tax 
developments is to-day’s major 
problem. Gone is the day of 
leisurely reading of cases and rul- 
ings. 

Nowadays, if you want to be right 
on top of EVERY development 
in Federal income, estate and 
gift taxation, you need the 
tax NEWSPAPER—THE TAX 
BAROMETER. In only 30 
minutes each week you get it 
ALL—digested, analyzed and in- 
terpreted by experts. And that 
way your other services can be 
properly used for the research 
purposes for which they are in- 
tended. 

Why not see for yourself with ab- 
solutely no risk. Try it for 3 
months for $9.00. FULL RE- 
FUND if not satisfied. Or, let us 
send you a free sample issue. 


THE TAX BAROMETER, 
DEPT. Ki14 


444 Madison Ave., New York 22, New York 


The ONLY recognized tax newspaper 
in the profession! 








TAX PLANNING AND 


Business management 


FOR TAX MEN 





Corporate cash depleted by 
tax accelerated payments 


CasH BALANCES OF U.S. CORPORATIONS 
have been abnormally depleted by tax 
payments this year, the U.S. Depart- 
ment of Commerce reports. The drain 
was especially heavy in the early part 
of the year. 

The excess of Federal tax payments 
over new liabilities accrued in this 
period amounted to about $7*/, billion, 
or nearly $5 billion more than in 1953. 
Some of the factors involved in this 
change are outlined in Table I. 

The two most important factors in 
the change from 1953 to 1954 were 
the fall in profits and the impact of the 
Mills amendment. The fall in profits 
meant in effect that there was a smaller 
volume of funds available from cur- 
rent operations to offset the heavy tax 
payments coming due. With respect to 
the Mills amendment, corporations 
were required to pay 90 percent of last 
year’s tax liabilities in the first half of 
this year. The proportion last year was 
80 percent. 

The high seasonal fluctuations in 
corporate tax payments not only affects 
corporate financing but the money 
market in general and the U.S. Govern- 
ment security markets in particular. 
The recently enacted new tax law con- 
tains a provision aimed at ironing out 
these seasonal movements and at the 
same time placing corporations more 
nearly on a “pay as you earn” tax 
schedule. , 

Federal corporate tax liabilities have 
absorbed a substantial portion of the 
drop in total corporation income during 


the past year. From the second quarter 
1953 through January-March 1954, 
corporate profits before taxes had 
dropped by about one-fifth from their 
quarterly peak as compared with the 
10 percent decline in profits after taxes. 
Over this period tax accruals fell by 
almost $5 billion at annual rates, re- 
flecting the expiration of the excess 
profits tax at the end of last December 
and, more important, the shrinkage in 
the tax base. 


Tax RECEIPTS 
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billions of dollars 
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Personal tax paymentz drop 


Personal income tax liabilities are 
now lower than a year ago by almost $4 
billion on a full-year basis as a result 
of the cut in tax rates last January and 
the more recent revisions in the tax 
laws. In addition, excise taxes were re- 
duced by $1 billion annually, the ex- 





Table I 


Due to lower 1954 profits 
Due to change in effective tax rate 


® Based on first quarter profits rate. 
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cess profits tax was permitted to ex- 
pire, and the structural revisions con- 
tained many significant benefits for 
business. The full annual values of the 
tax cuts now in effect and of the in- 
crease in social insurance contribu- 
tions also effective last January are de- 
picted in the above chart. 

The timing of these tax reductions 
was such that the effect on taxes actu- 
ally collected from the public in fiscal 
year 1954 was relatively small with 
most of the revenue loss to be felt this 
fiscal year. Nevertheless, a stimulus to 
consumer and business spending was 
provided at the time that the cuts took 
effect. 

Combining the rise in Federal ex- 
penditures other than for goods and 
services with the drop in personal tax 
and nontax receipts and taking account 
of the step-up in personal contributions 
for social insurance, close to $6 billion 
is being added to the rate of disposable 
personal income as against a year ago. 
These programs have contributed to 
the moderate increase in total consumer 
spending for goods and services since 
spring 1953. w 





New decisions 


Cost of trademark and right to manu- 
facture sold to third party not basis for 
capital gains where purchaser continues 
to manufacture product under another 
trademark. Taxpayer corporation bought 
the right to manufacture and sell vita- 
mins from its principal stockholder for 
$78,000. It then adopted a different 
trademark and sold the new one and 
the right to manufacture products under 
it to a third person. Taxpayer claimed 
the $78,000 paid for the original trade 
name as part of the basis for the sale 
to the third person. The Tax Court 
denied this because it was not shown 
there was any purchased good will or 
other intangible sold. The $78,000 was 
also disallowed as a loss in 1943 be- 
cause a taxpayer continued to manufac- 
ture vitamins until 1945. Vita Food 
Corporation, TCM, 1954-166. 


EXEMPT ORGANIZATION 
DECISIONS 
Television cooperative not tax free. An 
organization incorporated for civic pur- 
pose but whose sole activity is furnish- 





ing television programs on a fee basis 
to members in-an area where reception 
is difficult is not tax exempt under Sec. 
101(8) of the Code. The Code exempts 
organizations engaged in benefiting so- 
ciety as a whole; this organization bene- 
fits only its members. Rev. Rul. 54-394. 


Corporations claiming exemption need 
not file information returns. Information 
returns on Form 990 and 990-H need 
not be filed by corporations claiming 
exemption under Section 101 prior to 
their establishing an exempt status 
under 39,101-1 of Regs. 118. They may 
request extensions of time for filing and 
paying tax. Rev. Rul. 54-393. 


Exemption not lost for furthering inci- 
dental legislative program. An other- 
wise qualified organization will not be 
denied exemption as a “business league” 
because it furthers a legislative pro- 
gram incidental in nature. Rev. Rul. 
54-442. 


List of organizations having exempt 
status for contribution deductions. The 
Bureau lists new organizations contri- 
butions to which are deductible under 
Section 23(0) and 23(q) of the 1939 
Code. IRB 54-41, 26. 


Income to foundation from assets sold 
or leased to operating company is not 
exempt. A foundation acquires all of 
the capital stock of a business corpora- 
tion. It then dissolves the company and 
sells, leases or licenses the assets to an 
operating company from which it re- 
ceives a substantial portion of the op- 
erating company’s profits. These funds 
are used to pay off the cost of acquiring 
the business. Such a foundation is not 
exempt under Section 101(6) because 
it is not engaged exclusively in chari- 
table activities. Moreover using the 
income to pay off indebtedness is ac- 
cumulating income. Rev. Rul. 54-420. 


Tax required on admissions for P.T.A. 
The IRS holds that a Parent-Teacher 
Association must charge admission tax 
on affairs it conducts. The P.T.A., 
though tax exempt, is not itself an edu- 
cational institution; so admissions for its 
benefit cannot be tax free. Rev. Rul. 
54-434. 


Ort & MINERAL DECISIONS 


Depletion allowance denied on oil used 
in operations. Taxpayer had leased land 





Business management and tax planning * 47 


for production of gas and oil for which 
he was to receive a royalty of 1/, of 
all oil produced and saved. The lease 
provided lessee was to have free use 
of oil for all operations under the lease. 
In order to increase his income subject 
to depletion the taxpayer reported as 
both income and expenses the “royal- 
ties” on the oil used in operations. 
The Tax Court upheld the Commis- 
sioner in disallowing the depletion al- 
lowance deduction and the Circuit 
Court affirmed holding taxpayer re- 
tained no economic interest in the oil 
used for operations. Le Danois Land & 
Stone Company v. Comm., CA-5, 
9/3/54. 


“Quartzite” defined for depletion pur- 
poses. For depletion purposes “quartz- 
ite” includes any quartz, rock of suf- 
ficient purity and physical character- 
istics that is used or sold for use as.a 
refractory, metamorphased or silica- 
cemented sandstone with a free silicon 
dioxide content of at least 95% used 
or sold for purposes for which it is 
adopted. It does not include any rock 
used or sold for use as a “stone.” Rev. 
Rul. 54-443. 
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Employment of numerous bookkeepers 
is no excuse for neglecting to keep ade- 
quate books. Where taxpayer failed to 
keep adequate books to reflect income 
negligence penalties were properly im- 
posed and the fact he had a number 
of bookkeepers did not alter this. H. A. 
Hurley, 22 TC No. 157. 


Fraud penalty upheld where large 
amount of income was not reported. 
Taxpayer deliberately and consistently 
failed to report large amounts of income 
which he had deposited in his wife’s 
name in out-of-town banks. H. H. 
Wines v. Comm., TCM 1954-148. 


Net worth method upheld where books 
incomplete and operations unreported. 
Taxpayer, who was engaged in a farm 
implement business and in farming, 
failed to reflect numerous sales and 
bank deposits on his books. His records 
of farming operations were incomplete 
and he failed to report the income from 
farm operations except in 1948 and 
1949. The Court held the Commissioner 
was justified in using the net worth in- 
crease method in computing deficiencies 
for 1946, 1948 and 1949. H. A. Hurley, 
22 TC No. 157. 


Net worth method justified where ven- 
tures unaccounted for on taxpayer's 
books. Taxpayer participated in nu- 
‘merous ventures during 1944 through 
1946. The Commissioner held he had 
not reported all his income and used 
the net worth method to reconstruct 
his income. Taxpayer held his books 
were adequate and use of net worth 
method was unjustified. The Tax Court 
held the Commissioner was justified in 
using the net worth method since some 
of taxpayer’s ventures were unaccounted 
for on the books and taxpayer failed to 
sustain the burden of proving Com- 
missioner’s figures wrong except for a 
bad debt for one year. Estate of W. D 
Bartlett, 22 TC No. 151. 


Net worth method upheld where books 


defective. Taxpayer who was in a scrap 
business kept four single entry journals, 
on advice of an accountant. This con- 
tained errors and understatements of 
income. The Tax Court held the Com- 
missioner was justified in using the net 
worth increase method to determine 
taxpayer’s income since his books did 
not clearly reflect his income and his 
and his wife’s testimony as to cash at 
beginning of period was conflicting and 
implausible. H. H. Wines v. Comm., 
TCM 1954-148. 


Jury acquits in net worth case. The 
evidence in the trial for tax evasion 
was largely based on net worth cal- 
culations, since defendant’s records for 
his furniture store and funeral home 
were not consistent with bank deposits. 
U.S. v. Mackie, DC NC. Sept., 1954. 


Penalties for failure to file an estimated 
return is a deficiency and notice must 
be given. Taxpayer sued to enjoin Com- 
missioner from collecting penalties for 
failure to file an estimated return on 
the ground the Commissioner had failed 
to give a deficiency notice. The Com- 
missioner moved to dismiss for lack of 
jurisdiction. The District Court refused 
to dismiss the suit holding the penalties 
were deficiencies under Section 272 and 
the Commissioner must give a deficiency 
notice. Ralph W. Davis v. Comm., DC 
Pa., 9/20/54. 


Gross income for application of five- 
year limitation period cannot be deter- 
mined by adding net worth increase to 
taxpayer's stated gross income. Tax- 
payer showed gross income of approxi- 
mately $85,000 on his return. The Com- 
missioner added understatement of in- 
come determined by net worth increase 
method to this amount and claimed tax- 
payer's actual gross income was about 
$125,000 or in excess of 25 percent of 
stated gross income so the five-year 
limitation period under Section 275(c) 
applied. The Tax Court held the five- 


year limitation period was not appli- 
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cable for net income, could be increased 
by disallowance of improper deductions 
and need not necessarily reflect omis- 
sions in gross income. H. A. Hurley, 
22 TC No. 157. 


Conviction of conspiracy proper though 
each defendant not involved in every 
“fix.” Three former internal revenue 
agents appeal from their conviction 
with two others for conspiracy to de- 
fraud the government. The Court said 
that the conspiracy was a ring, in Troy, 
N.Y., of agents, former agents, and ac- 
countants who accepted bribes for sub- 
mitting no change or small change re- 
ports on client of the accountants. Given 
the ring, it was not necessary for each 
defendant to be part of or even to have 
knowledge of each fix. U.S. v. Witt, 
CA-2, 9/7/54. 


Indictment complaint timely filed with- 
in 6 years. Even though the indictment 
for tax evasion was made six years 
after filing the return, the indictment 
was timely since the complaint was 
made within six years. However, deci- 
sion was reversed and the case re- 
manded because the District Court 
erred in excluding a letter written by 
the taxpayer to his accountant instruct- 
ing him how to prepare the return. 
This was not a self-serving declaration 
since it was written at the time. White 
v. U.S., CA-5, 9/3/54. 


Fraud penalties on CPA & tax-teacher. 
The Commissioner computed the tax- 
payer's gross income by reference in his 
bank account and disallowed claimed 
deductions. The taxpayer did not ap- 
pear, and the Court accepted the Com- 
missioner’s computation. It could see no 
reason other than fraud for the defici- 
ency. Spencer Lorton, TCM 1954-154. 


Fraud when employee does not report 
personal expenses paid for him by com- 
pany. Taxpayer was vice-president and 
personnel manager for a corporation 
which paid for operating expenses and 
repairs to his home and reimbursed him 
for travel and expenses he never in- 
curred. These were charged by the 
corporation to various overhead ac- 
counts and were not reported on the 
taxpayer's return. He did not appear at 
the Tax Court hearing; the Court ac- 
cepted the Commissioner's computation 
of omitted income and assessed fraud 
penalties. Frederick Lange, III, TCM 
1954-164. 























Financing plan devised to match new 


depreciation rates under 1954 Code 


PLAN WITH WHICH users of indus- 

trial equipment can borrow money 
to purchase new equipment and repay 
at the same rate as depreciation is 
charged has been devised by the C.I.T. 
Corporation, large industrial financing 
firm. While the first announcement of 
the new plan offers an arrangement 
geared to the sum-of-the-digits method 
permitted under the 1954 Code (the 
highest rate of depreciation permitted ) 
the plan can be adapted to any other 
depreciation methods the borrower may 
desire to use. 

Under the new plan, the C.LT. 
Corporation has adjusted its terms to 
meet more closely the length of useful- 
ness of the eligible equipment, giving 
6 year terms on contruction equipment 
instead of the former 3, 10 years on 
machine tools, instead of 5, and 6 years 
on gasoline lift trucks and 8 years on 
electric lift trucks, instead of 3. “Nor- 
mal down payments will still apply,” 
“The finance 
charge will be 4.25 percent multiplied 
by the number of years of the term of 
the contract and applied to the original 
unpaid balance of the cost of the equip- 
ment. 

“The idea of gearing installment pay- 


the corporation _ said. 


ments to depreciation schedules is revo- 
lutionary in industrial financing,” Sid- 
ney D. Maddock, president of the cor- 
poration, said. “The program is set up 
to work with the fastest schedule per- 
mitted under the new tax law—the sum- 
of-the-digits method of depreciation. 
Under this schedule 73% of the depre- 
ciable cost of a machine with a useful 
life of 10 years can be written off in the 
first five years. Our studies indicate this 
method will be the one most used by 
industry.” 

Under the sum-of-the-digit method, 
depreciation of a particular machine 
with a useful life of six years would be 
computed by adding the digits 1 
through 6, making a total of 21. The 
digits would then be inverted and used 
as the numerator of a decreasing frac- 
tion of the cost, which would be 
charged to depreciation expense; in the 
first year 6/21 of the cost would be so 
charged; in the second year, 5/21, in 
the third year, 4/21, and so forth. The 
payments, therefore, can be written off 
in depreciation each year. 


A specific example 


Payments under the Pay-As-You- 
Depreciate Plan usually will be made 





Payable which is payabie each month. 





10th Year 





Table I 


The percentage of unpaid face of paper (unpaid cash be'ance plus finance charge) 





Monthly 3 Year 4 Year 5 Year 6 Year 7 Year 8 Year 9 Year 10 Year 
In Term Term Term Term Term Term Term Term 
Ist Year 4.20% 3.40% 2.80% 2.40% 2.10% 1.90% 1.70% 1.50% 
2nd Year 2.80 2.50 2.20 2.00 1.80 1.70 1.50 1.40 
3rd Year 1.33 1.60 1.70 1.60 1.50 1.40 1.30 1.20 
4th Year 83 1.10 1.20 1.20 1.10 1.10 1.10 
5th Year 53 80 .90 .90 .90 1.00 
6th Year 33 .60 .70 .70 .80 
7th Year .23 40 50 .50 
8th Year 23 40 40 
9th Year .23 .30 
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monthly. A buyer of a $40,000 machine, 
sold on a six-year contract, would deter- 
mine his payments in the following 
manner: 


Cost of equipment $40,000 
Purchaser’s initial payment $10,000 
Unpaid balance $30,000 
Finance charge (41/,% x 6 

x $30,000) $ 7,650 
Purchaser's obligation (un- 

paid face of paper) $37,650 


The monthly payments due against 
the obligation will be indicated on the 
contract (see Table I) as a percentage 
of the unpaid face of the paper. ss 


One-time tax saving pos- 
sible for remainder of year 


THE PROVISION OF THE 1954 Cope re- 
quiring the payment of tax on inventory 
and receivables when changing from 
cash to accrual basis does not operate 
for tax years beginning prior to 1954. 
Because the Commissioner can require 
the taxpayer to change to the accrual 
basis if he is improperly on the cash 
basis, eligible taxpayers who are in this 
vulnerable position should give the most 
serious consideration to taking advan- 
tage of the opportunity before the end 
of the year. 

Under the old law the courts allowed 
a windfall to taxpayers who had im- 
properly reported on the cash basis in 
prior years—no tax was required at the 
time of the change, and the income 
represented by those assets escaped tax. 
The 1954 Code closes this loophole, 
but the new rule does not apply to in- 
ventory or receivables that would have 
been taxed in years beginning before 
1954. 

It is pretty clear that a taxpayer im- 
properly reporting on the cash basis 
can report on a correct accrual basis for 
1954 and get this windfall advantage. 
That taxpayer needs no permission to 
make a correct return. But how about 
a taxpayer, say a service or professional 
firm, which can properly report on 
either basis? Can it switch in its re- 
turn for the last year ending before 
January 1, 1955 and treat collection of 
its opening receivables as non-taxable? 

The real question facing such a tax- 
payer and his accountant is this: can 
the Commissioner, in granting or with- 
holding the required permission to 
change accounting method make as a 





ou ¢ 
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condition of granting permission the 
denial of a windfall tax advantage to 
the taxpayer? 

Of course the easy and sure way out 
if your client is on an improper basis 
now is to make the change in taxpayer's 
tax year ending before the new Code 
takes effect. But the new Code prevents 
this windfall saving for periods begin- 
ning December 31, 1953. 

As we read the new rules, any tax- 
payer can make the shift to the accrual 
basis, not just those who were required 
by the Commissioner to change because 
of the existence of inventories. A review 


November, 1954 


of clients’ affairs is suggested to see 
whether any could benefit by the 
switch prior to the end of this year, 
thus getting a tax saving which could, 
in some cases, be substantial. And, of 
course, because this is an operation re- 
lated to the special circumstances cre- 
ated by the passage of the Internal 
Revenue Code of 1954, your analysis 
and recommendations to clients must 
be done with some haste, and his de- 
cision to make the change must also 
be made with dispatch, and executed 
similiarly. ; 





A quick test for finding how many shares 


may be retained in Sec. 302 redemption 


PRACTICAL QUESTION many account- 

ants will be called upon to answer 
is: How many shares may a share- 
holder retain and still qualify for a 
capital gain treatment in a redemption 
under Section 302 of the 1954 Code? 
The accompanying chart shows at a 
glance the answer to the question. By 
entering the per cent of stock held be- 
fore redemption on the O-X line on the 
chart below, the maximum per cent of 
the original total which may be retained 
can be read on the O-Y line. 

Section 302 states the rule that a dis- 
tribution in redemption of stock is 
treated as being in part or full payment 
in exchange for the stock, but goes on 
to say that this general rule applies only 


if the redemption is not essentially 
equivalent to a dividend. 

The new law states specifically that 
if a distribution is substantially dispro- 
portionate with respect to a 
holder, and if, after the redemption, he 
owns less than 50% of the voting stock, 
there is an exchange of stock rather 
than a dividend (50% test). The dis- 
tribution is substantially disproportion- 
ate as regards a stockholder if the ratio 
of his holdings of voting stock after the 
redemption to all the voting stock is less 
than 80% of the ratio of the voting 
stock he owned immediately before re- 
demption to the entire voting stock in 
the corporation (80% test). 


share- 


The accountant must apply both the 


50% test and the 80% test to a pro- 
posed redemption in order to determine 
whether it qualifies under Section 302, 
A miscalculation can be severe since, if 
the transaction fails to qualify, the 
shareholder will realize ordinary income 
rather than capital gain. 

The chart below can be helpful to 
give a quick solution. The area below 
the curve indicates the number of 
shares that can be retained. However, 
where the result of a proposed redemp- 
tion comes close to the line, it is sug- 
gested that exact computations should 
be made. 

Assuming that before redemption the 
shareholder owns 40 shares out of a 
total of 100, he would have to redeem 
12 shares in order to qualify. As shown 
at E, the maximum number of shares 
he can retain is 28. To read the chart 
for the above example, start at point D 
since D on the O-Y line is 40% (40 
shares divided by 100 shares). From 
D, go up to A, then across to E. E 
indicates that 28 (28% xX 100) of the 
original shares may be retained. The 
80% test is the limiting factor here: 
28/88 ~ 40/100 = 79.55%. 

Suppose the shareholder owns 80 of 
100 total shares before redemption. In 
this case he can retain only less than 
20 shares (use 19 to deal in whole 
shares). This solution is shown on the 
chart by reading from F to C to G. 
Here the 50% test is decisive. After 
redemption, the shareholder retains 19 
shares out of the remaining 39, or less 
than 50%. Sixty-one of the original 
100 shares have been redeemed. 

It is interesting to note that a share- 
holder can retain the highest percentage 


Maximum stock retention permitted to qualify under Sec. 302 
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of stock if he owns 62.5% before re- 
demption. In such case he can retain 
slightly over 37% (points H, B, and I). 
If the shareholder owns 62.5% or more 
before redemption, the 50% test con- 
trols; but if he owns less than 62.5% 
before redemption, the 80% test is 
determinative. * 


You can still make tax 
money in callable bonds 


THE ICY BREATH of a Congress bent on 
loophole closing had cast a shadow over 
some stout hearts in the financial com- 
munity, but calmer voices now advise 
that the loophole is open just enough 
to let in a little sunshine. Here’s how it 
works (and we summarize here the gist 
of a bulletin on this subject issued the 
other day by one of the big accounting 
firms). 

The buyer of a ten year $1,000 bond, 
purchased for $1,100, can deduct $10 
of the premium yearly from income. 
But, if the bond is callable before ma- 
turity, the premium can be written off 
pro rata to the earliest call date. Thus, 
on bonds which are callable at any time 
on thirty days notice, the full premium 
can be taken as a deduction from in- 
come almost at once. While the cost of 
the bond to the buyer is thus reduced 
by $100, its market value is still $1,100; 
if the bond is sold after six months the 
original purchaser has a $100 capital 
gain. As was pointed out in the bulletin, 
“the maximum tax on the capital gain 
is 25% whereas the deduction of the 
premium can save up to 91% or a tax 
saving equal to 66% of the premium.” 

The bulletin further points out that 
the taxwise buyer can, by the use of 
these purchases, and by borrowing and 
making use of charitable deductions, not 
only save money, but even come out 
money ahead. The example is cited 
thus: if our buyer purchases $100,000 
of thirty day callable bonds for $110,- 
000, putting up $15,000 equity and bor- 
rowing the rest from his bank, he has 
in thirty days a tax deduction of $10,000 
for the premium which he has paid. 
If he then gives the bonds, i.e., his 
$15,000 equity in them, to charity, he 
is then entitled to a charity deduction 
of $15,000. Thus he has a total of 
$25,000 in deductions. If he is in the 
80% tax bracket, these deductions will 
reduce his tax by $20,000, even though 
all he himself has put up was $15,000, 
and he thereby ends with $5,000 more 


than when he began. 

Congress eliminated this windfall on 
bonds issued after January 22, 1951, 
and callable within three years after 
issuance, where those bonds were 
bought after January 22, 1954. But, 
the above-noted fancy footwork applies 
on bonds issued before January 22, 
1951 or bought before January 22, 
1954. 

The bulletin notes two warnings, 
however, in the possible drop in the 
market for the bonds, or the possibility 
of the bonds actually being paid off at 
the call price. * 


How to save taxes 
through proper accounting 


Our COLLEAGUE, Jackson L. Boughner, 
has just written a book devoted to the 
much-beloved purpose of saving tax 
money. While it is called How to Save 
Taxes Through Accounting, he takes a 
very broad view of his subject, with the 
result that he deals with pretty nearly 
everything entering into the manage- 
ment planning as well as accounting 
details necessary to minimize the tax 
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burden. While we would not discourage 
any professional tax man who wanted 
to brush up on these matters, it seems 
to us that the real beneficiaries of Mr. 
B.’s labors are the clients and managers 
whose plans and decisions set the form 
of operations which determine tax re- 
sults. 

We suspect that most executives im- 
portant enough to influence tax results 
will be able to read this book without 
strain. If you can persuade your boss 
or a client that he needn't be afraid of 
it because it has the word accounting 
in the title, your life and his tax bill 
would undoubtedly be easier. 

We ought to point out that the book 
came out just about as HR 8300 was 
passed. When reading you ought to 
keep in mind the need to check fine 
points against the new law. 

Mr. Boughner, who is editor of the 
department dealing with tax conse- 
quences of corporate reorganizations 
and distributions in this magazine, has 
done a good job; we take pleasure in 
basking in the reflected glory of one of 
Our Boys. 

How to Save Taxes Through Ac- 
counting, Prentice Hall, Inc., 70 Fifth 
Avenue, New York, 1954, 295 pages. * 


Yew accounting decisions this month 





With books on accrual basis and returns 
on cash basis; no bunching on shift of 
method. The taxpayer, dealer in gaso- 
line, oil, etc., kept his books on the 
accrual basis but filed returns on a cash 
basis. Since inventories were an income 
producing factor, the Commissioner 
properly required him to report on the 
accrual basis. The Commissioner was 
in error, however, in refusing to allow 
opening inventories as a cost in the 
year of change and in treating collec- 
tion of opening receivables as income. 
Jesse Werner, TCM 1954-153. 


Facts show insolvency of corporation 
and worthlessness of stock. The Tax 
Court had disallowed a deduction of 
worthlessness in 1948 of taxpayer’s 
stock of a corporation, which cost him 
$110,000, on the ground that after 
eliminating a legal bill, the assets of 
the corporation exceeded its liabilities 
by some $2,000. The Eighth Circuit 
finds the Tax Court’s elimination of the 
$2,500 legal bill unrealistic since the 


controversy involved property of the 
corporation. Case remanded to the Tax 
Court for further proceedings. J. H. 
Copper Enterprises v. Comm., CA-8, 
9/13/54. 


When is a grant of copyright a license 
and when is it a transfer of property? 
The Service summarizes its position on 
copyrights as follows: A grant of the 
exclusive right to publish or exploit 
(in a particular medium) copyrighted 
work for the life of the copyright is a 
transfer of a property right. A grant of 
less is a license. If the consideration 
received is measured by a percentage 
of sales, number of copies sold or per- 
formance given and is payable periodi- 
cally over the period of use it is to be 
treated as rentals or royalties, other- 
wise as proceeds from a sale. An adap- 
tation to a new medium, itself copy- 
righted and sold with exclusive right 
to exploit the original in the same me- 
dium, is a transfer of property. Rev. 
Rul. 54-409. 
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One-year uniform baseball players’ 
contracts obtained by purchase of en- 
tire club to be capitalized and recov- 
ered over useful life. Where an entire 
or substantially entire baseball club is 
purchased at one time, the cost of the 
one-year uniform professional player's 
contracts shall be capitalized and re- 
covered over the useful life which is a 
factual matter. One way to determine 
the useful life is by predecessor club- 
owner’s experience in exercising the 
one-year renewal options. Rev. Rul. 
54-441. 


Forgiven debts are gross income. A se- 
cured creditor acquired without con- 
sideration claims of other creditors. 
The secured creditor released these 
claims when it was paid off. There be- 
ing no donative interest, the forgive- 


ness was gross income. Century Transit 
Co. v. U.S., DC NJ, 8/20/54. 


Date dividend payable determined. 
Though the minutes of a closely held 
corporation did not contain a dividend 
resolution, the Court determined from 
the corporation’s tax return that the 
dividend was declared in 1948, pay- 
able in 1949. Stockholders therefore 
were in error in including it in 1948 
income. D. D. Query, TCM 1954-160. 


Interest adjustment for computing loss 
carryback not applicable in years after 
repeal of excess profits tax. [Non-acqui- 
escence.] The interest adjustment un- 
der Section 711(a)(2)(L)(i) is not 
applicable for computing net operating 
loss in years after the Excess Profits 
Tax was repealed for carryback to an 


Excess Profits Tax Year. Flory Milling 
Co., 21 TC 432. Non-acq., IRB 1954- 
41, 6. 


Obsolescence allowed for title plant. 
Taxpayer established approximate date 
of obsolescence of one of its semi-active 
title plants so was entitled to obsoles- 
cence allowance. Commonwealth Title 
Co. of Pa. v. Comm., DC Pa., 8/6/54. 


Funds from redemption of stock to give 
stockholder cash for personal use is 
ordinary income. ‘Taxpayer and his 
brother owned all the stock in an auto- 
mobile agency. Corporate funds were 
used for personal expenditures and no 
dividends were paid. Taxpayers sold 
60 shares of his $100 par stock back to 
the corporation when he needed cash 





Gain on real estate found to be ordi- 
nary. The Court reviewed the activi- 
ties of the taxpayer in the real estate 
business from 1915 to date and con- 
cluded, from “the frequency, substan- 
tiality and continuity of sales” that 
the sales were made in ordinary course 
of business. That sales may have been 
preparation for retirement does not 
take them out of the course of busi- 
ness. Nor was the lack of sales activity 
by the taxpayer significant; demand 
was so great buyers sought out land 
holders. Ralph A. Horton, TCM 1954- 
161. 


Oil leases found to be investment 
properties. The Court found that the 
taxpayer bought oil properties for in- 
vestment and that the sale of part in 
1950 (75% still held in 1954) was 
for the purpose of raising cash. Ash 
Robinson, TCM 1954-165. 


Court finds no sale of timber contract. 
Taxpayers had what the court de- 
scribed as a lease with right to re- 
move timber, payment to be made as 
cut timber was sold. This right was 
transferred to others for a higher fee. 
By a subsequent agreement, a third 
party took over the actual operations 
—this change the taxpayers claimed 
amounted to a sale so that the fees 
received by them thereafter repre- 
sented proceeds of sale of capital asset. 
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The Court noted that there was no 
direct transfer from the taxpayer to 
the new operation. The taxpayers, 
through all these changes, retained 
their right to a payment on timber 
sold—which was and remained ordi- 
nary income. John S. Pankratz, 22 
TC No. 162. 


Bank's losses on sale of foreclosed 
properties are ordinary. The Court 
reviewed the rulings and cases on 
whether properties acquired by banks 
in foreclosure and operated and sold 
by them were held for sale to cus- 
tomers. It concluded on the facts that 
the properties here involved were so 
held as part of its business of lending 
money, which necessarily involved 
acquiring property on foreclosure and 
selling it to recoup losses. Girard Trust 
Corn Exchange Bank, 22 TC No. 168. 


Patents held sold; payments being 
capital gain personal holding company 
tax not applicable. The Court finds 
that the license agreement between 
the taxpayer and its subsidiary was in 
reality a sale of the patents. Since the 
money received was capital gain, not 
royalty, the corporation is not a per- 
sonal holding company. The Heater 
Corp., TCM 1954-151. 


Part of proceeds of sale of stock taxed 
as ordinary income. CA-5 affirms the 


Tax Court in finding the excess of 
the price received upon the sale of 
their stock over what other stock- 
holders received was in reality ordi- 
nary income. The taxpayers were 
partners in a real estate business which 
had a contract to manage and act as 
sales agent for the corporation (of 
which they owned 1/3) which owned 
land it was subdividing for sale. The 
taxpayers refused to sell their stock 
except at a higher price than other 
stockholder. The Circuit Court held 
that the Tax Court properly looked 
into the substance in finding part of 
the sales price compensation for can- 
celing the service contract and there- 
fore ordinary income. Roscoe v. 
Comm., CA-5, 9/3/54. 


Taxpayer sold land (short term) not 
option on land (long term). The Court 
holds that the District Court was not 
erroneous in finding that taxpayers 
sold land, not their option to buy the 
land. Taxpayers obtained an option 
to buy land for $150,000 and gave to 
another an option to buy it from them 
for $200,000. More than six months 
after they acquired the option the 
land was deeded directly from the 
first seller to the final buyer. From 
the language of the contracts, the 
Court concluded that the taxpayers 
sold land not the option. Barber v. 
U.S., CA-8, 9/14/54. 
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to buy a house. Commissioner taxed the 
sale as ordinary income from dividends 
and the Tax Court upheld him since 
the transaction was to put corporate 
funds in taxpayer’s hands for personal 
use. Raymond F. Koepke, TCM 1954- 
167. 


Basis for depreciation must be reduced 
by amount allowable while tax exempt. 
Formerly-exempt taxpayers must reduce 
their basis for depreciation by the 
amount of depreciation allowable dur- 
ing the exempt period for years begin- 
ning after December 31, 1950. Rev. 
Rul. 54-381. 


Percentage depletion allowance does 
not reduce basis below zero. The ad- 
justed basis of a natural resource prop- 
erty used in determining gain on sale 
is not below zero, even though percent- 
age depletion allowances exceed the 
taxpayer's adjusted basis for depletion. 
Rev. Rul. 54-421. (See also p. 23. Ed.) 


Building's basis for depreciation cannot 
include cost of land acquired in sepa- 
rate transaction. The taxpayer acquired 
land and building practically simultane- 
ously and claimed that the entire cost 
should be allocated to each in accord- 
ance with fair market value. The Court 
insisted that the transactions be handled 
as separate. The taxpayer acquired the 
stock of the corporations owning the 
buildings by tax-free merger. At the 
same time these newly-acquired cor- 
porations exercised an option they had 
to buy the land on which the building 
stood at an option price in excess of fair 
value. However, no part of this land 
cost can be allocated to the buildings 
and depreciated. Carnegie Center Com- 
pany, 22TC No. 147. 


Damages for poisoned cattle treated as 
involuntary conversion. The manufac- 
turer of cattle feed, contaminated by 
chlorinated naphthalene, paid farmers 
the value of cattle killed by it. The Serv- 
ice holds that the poisoning was a casu- 
alty resulting in destruction of the cat- 
tle, and the transaction amounts to an 
involuntary conversion. 

The Service specifically refuses to 
rule whether, in the light of widespread 
warnings by the Department of Agri- 
culture, other losses due to chlorinated 
naphthalene will be treated as caused 
by a casualty or by negligence. Rev. 
Rul. 54-395. 
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Payment for covenant not to com- 
pete for three years amortizable over 
the period where business depended 
on personal contacts and had no 
good will. Taxpayer purchased his 
partners interest paying $14,375 
over book value for an agreement 
not to compete for three years. He 
then formed a new partnership. The 
Tax Court held the payment was 
amortizable over the three years 
by the new partnership as considera- 
tion for a covenant not to compete in 
a business that had no good will but 
depended on _ personal contracts. 
Frances Silbermann, 22 TC No. 155. 


Purchased intangible was non-de- 
preciable good will, not amortizable 
covenant not to compete. The Court 
reviews the purchase by the tax- 
payer of the assets and business of 
a partnership. The taxpayer claimed 
that the excess of the price over the 
appraised value of the assets was 
for the partners’ covenants not to 
compete. Noting that the partners 





THREE CoveENANTs Nor To CoMPETE 


contemplated retirement, the Court 
finds that the going concern value of 
the business and its reputation and 
skill was the intangible purchased. 
This good will is not amortizable. 
Wilson Athletic Goods Mfg. Co., 
TCM 1954-163. 


Insurance agent allowed to depre- 
ciate purchased covenant not to com- 
pete. Taxpayer purchased the good 
will and business of two insurance 
agents. In each there was a cove- 
nant by the seller not to compete. 
In one, a purchase from his partner, 
the Court found that the parties 
separately bargained for the cove- 
nant and that the portion of the 
whole price assigned to the covenant 
was reasonable. It could be depre- 
ciated. In the other purchase, the 
seller was elderly, was not trying to 
get new business and the covenant 
was not separately bargained for. 
No part of the purchase price here 
could be depreciated. Dauksch v. 
Busey, DC Ohio, 8/13/54. 








Involuntary conversion—land cleared 
for construction similar to land with 
partly usable building. Taxpayer had 
cleared land and was about to proceed 
with construction when the land was 
condemned by the city. It used the 
proceeds to buy stock of a corporation 
owning land, on which there was a 
building. It made extensive structural 
changes in adapting the building. The 
Commissioner contended that for the 
purpose of the involuntary exchange 
provisions, the properties 
similar—in that one was improved and 


were not 
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the other not. The Court holds that for 
all practical purposes of function, use 
and purpose, they were similar and 
112(f) applies. Gaynor News Company, 
22 TC No. 144. 


117(j) partnership gains need not be 
offset against individual 117(j) losses. 
A partnership of which taxpayer was 
a member realized 117(j) gains (gain 
on sale of assets used in business 
treated as capital) in 1948 and 1949 


November, 1954 


117(j) losses. Taxpayer reported the 
partnership gains as capital gains and 
his individual losses as ordinary 
losses. The Tax Court held 117(j) 
partnership gains need not be offset 
against individual 117(j) losses as 
contended by Commissioner. Jacob 
(Jay) Paley, 22 TC No. 153. 


Sale found made to son-in-law (loss 
allowable) not to daughter (loss not 
allowable). The Court finds the Tax 


and taxpayer 


sustained individual 


Court in error in disallowing the 








TRANSFEREE’S TAX LIABILITY 


Income received by trustee in bank- 
ruptcy subsequent to order of liq- 
uidation not subject to income tax 
claim. The referee in bankruptcy dis- 
allowed the government’s claim for 
income taxes on income received by 
the trustee in bankruptcy subsequent 
to referee’s order of liquidation. The 
District Court held the referee was 
justified in disallowing the claim. 
In the Matter of F. P. Newport 
Corp., DC Calif., 7/6/54. 


Assets transferred to corporation are 
subject to transferors taxes which 
transferee agreed to pay. Partners 
in a soap manufacturing business 
incorporated in 1946. The corpora- 
tion under a written agreement is- 
sued stock to the partners for its 
assets, which were more than its 
liabilities. The corporation agreed 
to pay all the partners’ debts in- 
cluding their 1945 and 1946 accrued 
income taxes. The Tax Court sus- 
tained Commissioner’s contention 
that the company was liable for the 
taxes under Section 311(a) as trans- 
feree. There was a contractual lia- 
bility on the part of the corporation 
to pay and the Commissioner was 
allowed to proceed against the as- 
sets instead of the stock in the hands 
of the partners. Kamen Soap Prod- 
ucts Co.. Inc.. TCM 54-169. 


Surety liable for taxes of principal. 
Taxpayer owed withholding and 
Federal insurance taxes as well as 
various other debts. Taxpayer's 
surety paid the other claims against 
taxpayer but not the taxes. The Dis- 
trict Court sustained Commissioner’s 
contention that the surety was also 
liable for the principal’s taxes. Sea- 


board Engineering Corp., U.S. v. DC 
Va., 9/3/54. 


Creditor of taxpayer not liable to 
government for taxpayer's taxes. 
Taxpayer, who had several judg- 
ments against him and who owed 
th. cov. nent taxes, had a me- 
c.. nics lien against the owner of a 
house he had constructed. To satisfy 
the mechanics lien, the house own- 
ers bought up judgments against the 
taxpayer in the amount of the lien. 
The Commissioner then claimed that 
buying the judgments did not re- 
lieve the house owners from liability 
as taxpayers debtors. The District 
Court held the money they paid to 
satisfy the mechanics lien was theirs 
and not taxpayers and they were not 
liable for taxpayer’s taxes. Ralph N. 
Highsmith v. Max Lair, CA-3 Calif., 
9/17/54. 


Insurance beneficiaries not liable for 
insolvent decedent’s taxes. After 
lengthy review of the cases, the 
Second Circuit finds the Tax Court 
in error in holding that the bene- 
ficiaries of insurance policies owned 
by the decedent are liable as trans- 
ferees for his unpaid income tax and 
penalties. Firstly, the beneficiaries 
are not “transferees” as to the excess 
of the proceeds over the cash sur- 
render value, since that excess was 
never property of the decedent or his 
estate. Secondly, with reference to 
the cash surrender value under the 
law of New York, they are not liable 
for the debts of the transferor since 
there was no insolvency at the time 
of transfer, the time the first premium 
was paid. Thus there is no liability. 
Rowen wv. U.S., CA-2, 9/9/54. 











taxpayer's loss on the sale of his former 
residence. Negotiations were with his 
son-in-law at whose direction title 
was put in tenancy by the entirety. 
The money was the son-in-law’s, and 
the Court concluded that the daughter 
took title as the result of a gift from 
her husband, not as a purchaser from 
her father. Stern v. Comm., CA-3, 
9/17/54. 


Cost of installing new system includ- 
ing attorney fees is capital expendi- 
ture. Cost of installing new system in 
title plant is capital expenditure, in- 
cluding attorney fees in connection 
with it. However, legal expenses in- 
curred in securing tax advice on ob- 
solescence are currently deductible as 
ordinary business expense. Common- 
wealth Title Co. of Pa. v. Comm., DC 
Pa., 8/6/54. 


Unpaid salary to stockholder disal- 
lowed though he reported it. Only 
part of the salary of the stockholder- 
president was paid since cash was 
required to pay loans. Although the 
president included the full $5,200 on 
his return, he was not required to do 
so since he was on the cash basis, and 
under the facts, there was no construc- 
tive receipt, taxpayer was unable to 
pay. Century Transit Co. v. U.S., DC 
NJ, 8/20/54. (Also pages 52, 55, 60.) 


Payment to former director is wholly 
non-deductible stock redemption. The 
taxpayer, a closely held corporation, 
agreed to “buy out” an officer and 
director who owned stock and whose 
wife held debentures. He was paid a 
total of $120,000. The taxpayer 
claimed that $24,000, the excess of 
$120,000 over the book value of the 
stock and debentures, was deductible 
as paid in cancellation of his em- 
ployment contract. The Court held 
that the director had no contract, the 
parties made no allocation of the 
$120,000, and the record does not 
justify the claim for a deduction. S. 
Blechman & Sons, Inc., TCM 1954- 
152. 


Loss on cooperative housing venture 
personal. In the absence of evidence, 
the Court sustains the Commissioner’s 
finding that the purpose of a proposed 
cooperative apartment was to pro- 
vide a residence. Hence the loss is 
personal and non-deductible. Leon and 
Edna Chooluck, TCM 1954-150. 
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Wuat’s DepuctriBLE—AND Wuat’s Nor 


Lease rentals that really purchase 
equity not deductible. Taxpayer 
claimed deduction of annual payments 
to the R.F.C. under a “Lease and 
Option to Purchase Agreement.” The 
taxpayer was to pay $20,000 a year 
for five years and then had the option 
to buy the property for $50,000. After 
extensive review of the contract pro- 
visions, insurance policies ($325,000 
insurance was carried), testimony as 
to market value (petitioner's witness 
valued it at $376,000), purchase 
offers the R.F.C. had considered, the 
Court concluded that the taxpayer 
intended to and was buying an equity. 
Breece Veneer and Panel Company, 
22 TC No. 172. 
Commissioner upheld on Sec. 45 al- 
location of real estate taxes. All of tax- 
payer's stock was bought by a tax- 
exempt entity in 1949, and all its 
property (office buildings) was trans- 
ferred to the stockholder in liquida- 
tion on January 11, 1950. However, 
on January 1, a full year’s real estate 
taxes (some $270,000) accrued and 
were paid. The taxpayer reported 
therefore 11 days’ income and a full 
year’s expense in its final return, re- 
sulting in a claimed loss carryback. 
Despite the fact that under the law 
real estate taxes accrue on January 1, 
the Court held that the Commissioner 
had power under Section 45 to allo- 
cate the expense between the tax- 
payer and its parent. Simon J. Murphy, 
22 TC No. 167. 


California income tax not a business 
expense. Supporting the IRS ruling, 
the Court holds that California income 
tax based on income from a business, 
cannot be deducted from gross in- 
come in computing operating loss 
carryover from a business. The State 
income tax is imposed on income re- 
ceived by taxpayer from all sources, 
and it does not have such a direct 
relation to the business as to entitle 
its deduction in computing a net op- 
erating loss. Aaron, 22 TC No. 170. 


Accrued contingent rent is properly 
deductible. In 1942 taxpayer agreed 
by lease to pay $275 a month rent 
until new cars were manufactured and 


then $687 a month until a total of 
$550 was reached for every month in 
which cars were not manufactured. 
He was on the accrual basis and de- 
ducted $550 per month for rental 
expense in 1942. The Commissioner 
contended he could only deduct the 
actual amount paid in 1942 or $275 
a month. The Tax Court held that 
$550 a morsth was properly deduc- 
tible as accrued rent. Grand Ave. 
Motor Co. v. U.S., DC Minn., 9/20/54. 


No loss allowable under Sec. 111 on 
notes received for deferred payments 
and sold at a discount. The difference 
between face value and fair market 
value of notes or obligations received 
as consideration for a deferred pay- 
ment sale and sold at a discount rep- 
resenting fair market value at time 
of sale is reflected in sale price and no 
loss is allowable as a deduction under 
Sec. 111. Rev. Rul. 54-380. 


Accrued salaries and rents to be paid 
to stockholder owning over 50% of 
stock not deductible. Taxpayer transit 
company deducted salaries and rents 
accrued on the books for 1939, 1940 
and 1941. The Court held salaries and 
rents paid to a stockholder owning 
more than 50% of the stock of tax- 
payer corporation were not deductible 
but $1,500 in salary accrued to the 
vice-president for 1940 was a proper 
deduction as a reasonable business ex- 
pense. Century Transit Co. v. U.S., 
NJ, 8/20/54. 


Attorney fees applicable to creation 
of pension trust deductible. [ Acqui- 
escence.] Attorney fees paid in cre- 
ating a pension trust and in establish- 
ing business credit is deductible busi- 
ness expense. Meldrum and Fewsmith, 
Inc., 20 TC 790. Acq. IRB 1954-41, 6. 


Commission and selling expenses are 
deductible for Sec. 111 but not for 
Sec. 112(n). In computing gain real- 
ized under Sec. 111, commission and 
selling expenses may be offset against 
selling price of old residence, but 
they may not be deducted or con- 
sidered in determining selling price 
of old residence under Sec. 112(n). 
Rev. Rul. 54-380. 


Loss denied for failure to prove year 
of confiscation. A taxpayer who owned 
stock in a Yugoslavian corporation 
came to the United States in 1941. In 
his 1945 tax return he took a loss 
deduction for the stock claiming the 
Yugoslavian government had confis- 
cated the corporation’s assets. The 
Tax Court upheld Commissioner’s dis- 
allowance as it was found taxpayer 
failed to definitely prove the corpora- 
tion was nationalized in 1945, and 
some of the Yugoslavian industries 
were not nationalized until 1946. 
George Eres, 23 TC No. 1. 


Compensation paid _ director-officers 
for advisory services deductible. Tax- 
payer corporation, a wholesale beer 
distributor paid its treasurer-director 
$1,800 and its assistant treasurer-di- 
rector $1,200 as salaries for advisory 
and other services and in addition 
paid them director’s fees of $150 and 
$100 respectively. The Commissioner 
disallowed the salaries on the ground 
that the services were incidental to 
director’s duties for which fees had 
been paid or were rendered gratui- 
tously since they were not necessarily 
part of the duties of the individual's 
offices. The Tax Court held that 23 
(a) (1) (A) provides for deduction of 
payments for services rendered; the 
compensation was reasonable and pre- 
sumably it is fair to assume the com- 
pensation was paid for the services 
rendered. Smoky Mountain Beverage 
Company, 22 TC No. 156. 


Traveling expenses incurred to check 
legislation held deductible. The presi- 
dent of taxpayer beer distributing 
corporation spent about $350 on trips 
made at request of state officials to 
see that an. increase in tax under a 
bill pending in the State legislature 
would be equitably applied to all 
distributors. The Commissioner dis- 
allowed the deduction by the corpora- 
tion, which had reimbursed the presi- 
dent, on the ground it was incurred in 
influencing legislation. The Tax Court 
held the activities were not to pro- 
mote or defeat legislation since the 
corporation did not propose or op- 
pose the legislation, did not lobby 
and did not engage in propaganda. 
Smoky Mountain Beverage Company, 
22 TC No. 156. 
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Six rules fur avoiding post-death 


complications with powers of appointment 


‘INCE THE REVENUE ACT oF 1948, 
powers of appointment have come 
into considerable vogue. Many prac- 
titioners have been prone to use them 
without sufficient thought given to the 
conflicts of laws, accounting, adminis- 
tration and tax problems involved. A 
particular favorite is the creation of a 
marital deduction trust with a general 
testamentary power of appointment 
combined with a non-marital trust with 
a limited non-taxable testamentary 
power of appointment. Very little has 
been written on the post-death effects 
of these powers in the donor’s estate 
and in the donee’s estate. 

Surrogate Collins in Matter of John 
W. Barrett, Surr. Court, New York 
County, N.Y.L.J., 6/17/54, has written 
a decision which contains a compre- 
hensive discussion of the subject of 
greater than state-wide interest. The 
case arose in an application to compel 
trustees to account. The pertinent facts 
are these: The testator created a trust 
for the benefit of his brother who was 
given a power to appoint the remainder 
of the trust at his death. The brother 
exercised the power by will, appoint- 
ing the trust principal in further trusts 
for the benefit of his wife and son. The 
son in turn was given a final power to 
appoint the ultimate remainders. 


Trustees must qualify 


The decision points out that: “The 
law, long settled in this State, is that an 
instrument which exercises a power of 
appointment must be deemed read into 
the instrument granting the power, that 
trustees who act pursuant to the exer- 
cise of the power must qualify as trus- 
tees in the donor’s estate and that 
property appointed in trust is subject 
to the control of the court having juris- 
diction of the donor’s estate.” This 


declaration of principle follows the 
theory that “The testamentary exercise 
of a power either in a manner that 
continues property in trust or in the 
form of outright bequests creates in the 
executor of the donee no interest what- 
soever in the property so appointed. 
. The donee with a power to ap- 
point is a mere agent of the donor.” 


Can foreign fiduciary qualify? 

If we carry these principles over into 
an examination of the usual marital 
deduction trust, a number of interest- 
ing problems appear. Let us assume 
that the testator husband has named a 
New York bank as executor and trustee. 
The wife survives and moves to another 
state. She draws a will exercising her 
power of appointment in trust for the 
benefit of her children, naming a cor- 
porate executor and trustee incorpo- 
rated in the state of her domicile. It 
would appear that under the Barrett 
case the foreign bank must qualify as 
trustee under the husband's will in order 
to carry out the further appointment of 
the trust property, and must administer 
the appointed trust principal under the 
control of the New York Court having 
jurisdiction of the husband’s estate. 

Can a foreign fiduciary qualify in all 
instances? If the foreign fiduciary is a 
bank, is there a reciprocal recognition 
statute between the husband’s jurisdic- 
tion and the wife’s jurisdiction? What 
if the wife names an individual fiduci- 
ary? If double qualification is required, 
must there then be double administra- 
tion and double accounting? What if 
the foreign fiduciary refuses or is un- 
able to qualify? What rights and ob- 
ligations does the husband’s fiduciary 
have? Can it be compelled to continue 
as trustee of the trust created by the 
wife’s will? What further problems in 
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the conflicts of laws will arise as to 
interpretation, administration, etc.? 
Suppose the wife does not specifically 
exercise the power but merely disposes 
of her residuary estate. Under New 
York law such a residuary clause may 
act as an automatic exercise of her 
power of appointment. This un-in- 
tended disposition of a_ substantial 
estate may throw the wife’s estate plan 
completely off center. Suppose the 
wife fails to exercise the power but in- 
serts a tax clause in her will providing 
that all taxes assessed against her entire 
taxable estate are to come out of her 
residuary estate. Such a clause may 
well decimate the residuary estate. 
Where powers of appointment are con- 
cerned, proper attention to the tax ap- 
portionment clause cannot be over- 
emphasized. Many of the foregoing 
problems can be avoided or at least 
mitigated by these precautions: 


How to get desired result 


1. Wherever feasible, full coordina- 
tion of the preparation of the donor’s 
and donee’s wills ought to be made, 
preferably by preparation of the wills 
by the same attorney. 

2. Consider the advisability of nam- 
ing the same corporate fiduciary in both 
wills. 

3. In the donor’s will, make a specific 
provision to the effect that the power 
is to be exercised only by specific refer- 
ence to it and not by the mere operation 
of a disposition of the donee’s residuary 
estate. This clause might be coordi- 
nated with one in the donee’s will to the 
effect that she specifically refrains from 
exercising the power given to her under 
her husband’s will. 

4. The donor’s will should contain 
provisions for disposition in default of 
the wife’s exercise of her power of ap- 
pointment, and the default should be 
clearly defined. 

5. Consider the advisability (if the 
wife desires to exercise the power) of 
having the wife appoint the property 
to her estate. Since the property will 
then have vested in her estate repre- 
sentatives, she can proceed to create a 
residuary trust without imposing upon 
her representatives the obligation of 
qualifying under her husband’s will and 
acting as its agents. 

6. Remember that the marital trust 
property is included in the donee wife’s 
gross estate for estate tax purposes. A 
proper tax apportionment clause, tai- 
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lored to the plan intended will prevent 
her independent assets from being 
heavily penalized. w 


Two trusts insure marital 
deduction with powers 


WE CERTAINLY HOPE the 1954 Code 
will in the future prevent the unfor- 
tunate results of Estate of Louis B. Hof- 
fenburg, 22 TC No. 146. The dece- 
dent devised his residuary estate in 
trust, giving his surviving spouse all the 
income from the trust corpus for life 
with a general power to appoint two- 
thirds of the corpus by will. The Tax 
Court denied a marital deduction as to 
the entire trust. Sec. 812(e) (1) (F) re- 
quired that the surviving spouse be 
given the right to appoint the “entire 
corpus” free of the trust. The court 
found no basis in the decedent’s will to 
hold that a separate trust was created 
as to the two-thirds subject to the power 
and as to the balance. The language 
of the will throughout gave no clue that 
a severance was intended. The resid- 
uary trust was in all respects treated 
as a single trust. 

Section 2056(b)(5) of the 1954 
Code has modified the provision of non- 
separability. It permits the marital 
deduction for a “specific portion” of a 
trust or life estate. But the statute is 
not at all clear as to whether any mari- 
tal deduction would be allowed if the 
surviving spouse is entitled to the in- 
come from all the property and has a 
power of appointment over only part. 
The Committee Reports give no guide. 
Until such time as the Regulations ap- 
pear, it may be advisable to continue to 
create separate trusts in a similar situa- 
tion so that the power of appointment 
corresponds to all of the property as to 
which the surviving spouse receives all 
of the income. * 


Savings bonds includible in 
estate of purchasing co-owner 


EVER SINCE THE EARLY DAYS of World 
War II taxpayers have been frustrated 
in their efforts to transfer ownership of 
U.S. Savings Bonds. Despite a firm and 
insurmountable Treasury policy against 
such transfers, taxpayers are still trying 
it, either in inheritance or inter vivos 
transfers. (See also p. 61. Ed.) 


-? 


For estate tax purposes savings 
bonds held in co-ownership are joint 
tenancies and iricludible in the gross 
estate of purchasing co-owner irrespec- 
tive of possession. The Boogher case, 
22 TC No. 148, makes it clear that 
even though either co-owner may re- 
deem such bonds without the consent 
of the other and the surviving co-owner 
is recognized as owner, the purchase of 
savings bonds by a co-owner with his 
funds followed by physical delivery to 
the other co-owner does not create a 
gift of the bond. However, if the bonds 
were redeemed before the death of the 
purchasing co-owner, a gift would take 
place at the time of redemption. 

Income cannot be switched to another 
family member by buying a bond in 
joint ownership. If the other family 
member redeems the bond, the interest 
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income is taxable to the purchaser. If 
ownership of the bonds is switched to 
a family member, only interest accruing 
after the switch is taxed to him. When 
bonds are purchased in another family 
member’s name alone a gift tax is due, 
but the interest income is taxable to 
him and not the purchaser. The marital 
deduction may be denied on gifts of 
savings bonds registered in a spouse’s 
name, but payable to purchaser on 
spouse’s death, on the ground that an 
interest is retained. 

It seems the only safe way to avoid 
inclusion in the purchaser’s gross estate 
is reissuance or a written statement that 
transfer of possession was transfer of 
ownership. In either case gift tax would 
be due and the interest or accrued value 
would be taxable to transferrer to the 
date or reissuance or transfer. * 





New code rescues gifts to minors 


from “future interest’ 


eee THE MOST TROUBLESOME 
question in the whole gift tax field 
has been transfer in trust for the bene- 
fit of minors without having such trans- 
fers treated as gifts of “future interests,” 
Louis Winsten said in a recent address. 
Talking before the Federal Tax Forum 
in New York, Winsten, who is a CPA 
with Homes & Davis, New York, pointed 
out that the statutory term future inter- 
est has been extended judicially to in- 
clude any situation involving postponed 
legal benefit.! 

The new code excludes from the defi- 
nition of “future interest” any part of a 
gift to a minor if both the property and 
the income therefrom may be expended 
by, or for the benefit of, the minor dur- 
ing his minority and to the extent not 
so expended pass to him upon his at- 
taining the age of 21 years. Further- 
more, should the minor die before at- 
taining the age of 21 years the balance 
of the property and income must be 
payable to his estate or as he may ap- 
point under a general power of ap- 
pointment (Section 2503(c) ). 


1Comm. v. Disston, 325 U. S. 442 (1945); 
Stifel v. Comm. 197 Fed.(2d) 107 (2nd Cir, 
1952); Rev. Rul. 54-91, Int. Rev. Bull. 1954-10, 
p. 14; Compare Kieckhefer vs. Comm. 189 Fed. 
(2d) 118 (7th Cir. 1951). 

2 Jesse S. Phillips, 12 TC 216 (1949). 


% Comm. v. Disston, supra. 


° hazard 


An outright transfer to a guardian of 
the minor would appear to satisfy the 
new code provisions while assuring 
adult supervision of such fund. Recently 
the Treasury Department promulgated 
Revenue Ruling 54-440, (Internal 
Revenue Bulletin 38, p. 13), which 
supports this contention. 

In view of the requirement that all 
property and income must be expended 
before the beneficiary attains age 21 or 
then transferred to the donee, it is likely 
that many existing trusts would not 
qualify. Hence, new transfers to minors 
after this year should be covered by 
new trusts where the full exclusion is 
desired. 

The new provisions should not affect 
the present rule that a part of a gift 
may be present as to income and future 
as to principal.” 

The rule with respect to distribution 
of income upon attaining majority co- 
incides with the New York rule and 
hence is followed in all such trusts un- 
der New York laws. However, the re- 
quirement that all corpus must be trans- 
ferred to the donee upon attaining age 
21 should receive careful scrutiny on 
the part of donors. In most instances 
they would rather pay the gift tax on 
the exclusion than to risk the squander- 
ing of the principal by an immature 
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donee if he is given jurisdiction of the 
funds at too early an age. 


Gifts for preceding years 


Since gift tax rates are cumulative, 
taxable gifts in prior years must be 
considered in computing the current 
year’s tax. Such taxable gifts in preced- 
ing years are to be computed on the 
basis of the law in effect at the time the 
earlier gifts were made. Under the 1939 
Code the value of prior gifts could be 
adjusted for the purpose of computing 
the tax for the current year, even 
though the statutory period for assess- 
ment had expired. Under the new code 
where a tax was paid for the prior pe- 
riod, this no longer will be possible 
(Section 2504(c)). This change will 
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not prevent adjustment if no tax was 
paid for the prior year or where issues 
other than valuation of property are 
involved. 

In order to come within this rule it 
would appear that, wherever the specific 
exemption has been fully utilized, and 
values of the property transferred are 
questionable, it would be advisable to 
pay a tax with respect to each year’s gift 
tax return, regardless how small, rather 
than limit the amount of such gifts to 
the annual exclusion. Thus, upon the 
payment of even a $1.00 tax, the values 
on such gift tax return will be binding 
on the Commissioner in computing fu- 
ture gifts, assuming of course, that no 
additional assessment is levied thereon 
during the statutory period. ve 





Election of tax-free gift in tenancy- 


by-the-entirety may cost more ultimately 


uneenes 2512 of the new tax law in- 
‘’ corporates a principle wholly new 
in the gift-tax law, points out William 
J. Reinhart, New York lawyer. The cre- 
ation of a tenancy by the entirety, he 
says, or of a joint tenancy between hus- 
band and wife with right of survivor- 
ship in real property, and additions to 
the value thereof in the form of im- 
provements, reductions in indebtedness 
thereon, or otherwise, shall not be 
deemed to be taxable gifts, regardless 
of the proportion of the consideration 
furnished by each spouse, unless the 
donor (the individual who makes the 
larger contribution to the acquisition) 
elects to have it treated as a gift. It 
should be remembered that tenancies 
in common are not covered by Section 
2515. 

The election to have the creation of 
the tenancy or addition to its value 
treated as a gift may be exercised only 
by the filing of a gift tax return for the 
calendar year in which the tenancy is 
created or the addition to value made, 
whether or not the value of the gift 
exceeds the gift tax exclusion. 

If the creation of the tenancy is not 
treated as a gift, then, under Section 
2515(b), upon its termination (other 
than by the death of a spouse) it results 
in a gift by one spouse to the other to 
the extent of the amount by which the 
proportion of the consideration fur- 


nished by that spouse, multiplied by the 
proceeds (whether cash, property, or 
interests in property) of such termina- 
tions, exceeds the value of that part of 
the termination proceeds as is received 
by such spouse. In other words, if a 
home is purchased for $30,000 of which 
H pays $20,000 and W $10,000, and 
subsequently the home is sold for $48,- 
000 of which H and W each take $24,- 
000, H makes a gift to W in the amount 
of $8,000 computed as follows: 2/; 
(the proportion of the cost furnished 
by H) of $48,000 (the termination pro- 
ceeds) equals $32,000, which is $8,000 
in excess of the $24,000 received by H. 

Although this provision appears to 
have been intended by the House to 
benefit spouses purchasing a home, the 
Code provision contains no such re- 
stricted meaning nor does the Senate 
report indicate any intention to limit 
the benefits to such purchases. 

A number of factors merit considera- 
tion in reaching a determination as to 
whether or not to make the election to 
treat the creation of the tenancy or the 
improvement of the property as a gift. 
If no election is made to be taxed as a 
gift and the tenancy is terminated by 
the death of the spouse who furnished 
the greater proportion of the considera- 
tion, a like proportion of the value of 
the property at the date of death (or 
on jthe optional valuation date) will 


form a part of the estate which may be 
taxable (depending on the size of the 
estate and the marital deduction bene- 
fit), but the surviving spouse will get 
a new basis for the property received 
from the decedent. If, however, the 
tenancy is terminated otherwise than 
by death and the amount received by 
the spouse who furnished the greater 
proportion of the consideration consti- 
tutes a proportion of the termination 
proceeds which is less than the propor- 
tion of the consideration furnished, the 
amount of the excess of the latter over 
the former will be taxable as a gift and, 
where the property has increased in 
value during the holding period, the 
amount so taxed will be larger than if 
a gift had been elected when the ten- 
ancy was created. Other important fac- 
tors upon which such a decision should 
be based will include the otherwise 
unused gift tax exclusion in the year 
of creation of the tenancy, the desir- 
ability of using any remaining portion 
of the lifetime gift tax exemption, and 
various estate planning considerations. 

It is significant to note that such 
tenancies created prior to the effective 
date of the 1954 code (calendar year 
1955 and all calendar years thereafter 
(Sec. 7851(a)(2)(B)) may also be 
availed of to obtain the benefit of the 
new section to the extent that, after the 
effective date of the 1954 code, an im- 
provement is made to the real property 
so held or a payment is made on ac- 
count of any balance of indebtedness 
due thereon. Thus, where real estate is 
held by such a tenancy heretofore cre- 
ated, a payment on a mortgage secured 
thereby or the construction of a build- 
ing thereon, would be entitled to Sec- 
tion 2515 treatment. 

Under the 1939 code, where real 
property was purchased and title there- 
to was conveyed to husband and wife 
as tenants by the entirety, and one 
spouse provided a larger portion of the 
consideration than the other, the courts 
had held that a taxable gift was made 
by the spouse supplying the larger part 
of the consideration. On termination 
of the tenancy (other than by death) 
it was held that a taxable gift was made 
by the younger spouse to the older to 
the extent of the value of the rights 
under the tenancy of the younger, less 
one-half the value of the property. 
These and other determinations under 
the 1939 code should continue to be 
applicable under the 1954 Code where 
an election is made to have the creation 








Oo ee 


ee ee ee eee og eee oe ee 


no « — -~. 85 j~ Gt ic heal 


os ae ah fae 





be 
the 
ne- 
get 
ved 
the 
han 

by 
ater 
sti- 
tion 
0r- 
the 
ver 
ind, 

in 
the 
n if 
ren- 
fac- 
ld 
vise 
ear 
Sir- 
tion 
and 
ms, 
uch 
tive 
rear 
fter 

be 
the 
the 
im- 
arty 
ac- 
1eSS 
e is 
cre- 
red 
ild- 


eC- 


real 
ere- 
vife 
one 
the 
urts 
ade 
yart 
tion 
th) 
ade 
- to 
shts 
less 
rty. 
der 

be 
ere 
‘ion 








of or improvement to the tenancy 
treated as a gift at the time title is con- 
veyed to the two spouses. 

Mr. Reinhart discusses this and re- 
lated subjects in much greater detail 


in the book being published this month 
How to Work with the Internal Revenue 
Code of 1954, published by The Journal 
of Taxation, Inc., 33 West 42nd Street, 
New York 36, 600 pages, $9.50. bas 





Income held taxable to estate properly 
kept open. The executor of the estate 
kept it open while negotiating a claim 
for settlement. The Commissioner 
claimed the income during this period 
was taxable to the beneficiaries. The 
Circuit Court reversed the Tax Court 
which had upheld the Commissioner. 
The continuance of the estate was 
proper and the income taxable to the 
estate. E. W. Brown, Jr., CA-5, 9/22/54. 


Beneficiary didn’t prove she didn’t get 
income. After a period of administra- 
tion, taxpayer received the trucking 
business left by her husband. She 
claimed the estate should pay the tax 
on the business income during the last 
year of administration. The Court held 
that the burden was on her to show she 
had not received the income; it com- 
mented that the estate records, by fail- 
ing to separate corpus and income, were 
insufficient to show whether income 
was distributed or used to pay debts. 
Wilma Aaron, 22 TC No. 170. 


Decedent's payment of estimated joint 
income tax is asset or liability of es- 
tate. If the decedent paid estimated in- 
come tax for his final joint tax return, 
any excess paid over his pro rata share 
of the tax is an asset of the estate. If 
he paid less than his pro rata share, 
the estate has liability. The pro rata 
share of the decedent is the same pro- 
portion of the total income tax as the 
decedent’s net income, less exemption, 
bears to the total taxable income. Rev. 
Rul. 54-382. 


Grantor not taxable on trust income 
despite borrowing. The Commissioner 
asserted that the income of two trusts 
was taxable to the grantor-trustee (the 
father of the beneficiaries). The Court 
held that the fact the grantor bor- 
rowed from the trust for about 4 months 
did not prove that administrative con- 
trol was exercised for his benefit so as 
to make him taxable under the Clifford 


regulations. D. D. Query, TCM 1954- 
160. 


Trustee’s legal expenses paid from cor- 
pus not deductible by income benefi- 
ciary. Taxpayer was beneficiary under 
one trust and remainderman under an- 
other. The bank that was trustee of 
both trusts sued to ascertain its rights 
and obligations. The Court decree or- 
dered that payment of the trustee’s legal 
fees and the fees for a guardian ad litem 
be made out of the corpus of the trust 
of which taxpayer received income for 
life. Taxpayer deducted these expenses 
and Commissioner disallowed them. 
The Tax Court sustained the Commis- 
sioner. They were not deductible be- 
cause they were obligations of the trust 
and not of the taxpayer. Wardell Jones, 
TCM 54-157. 


Attorney fees and expenses incurred to 
protect remainder interest not deduct- 
ible. Taxpayer, who was beneficiary 
under one trust and remainderman 
under another, deducted legal fees and 
costs incurred in suits involving the 
trusts as expenses incurred in the con- 
servation and mainteuance of income 
producing property. The Court dis- 
allowed the expenses for protection of 
remainder interest on the theory the 
property was held for production of in- 
come to the present beneficiary and 
not the remainderman. Expenses _in- 
curred as beneficiary of the other trust 
were denied because taxpayer failed to 
allocate expenses between the two 
trusts and it was impossible for the 
Court to separate the amount ex- 
pended to protect taxpayer’s interest as 
a beneficiary from that spent to protect 
his interest as a remainderman. Wardell 
Jones, TCM 54-157. 


Marital deduction allowed on interests 
bequeathed in lieu of antenuptial agree- 
ment. Where property interests pass 
from a decendent by bequest to a sur- 
viving spouse in satisfaction of or in 
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lieu of her rights under an antenuptial 
agreement, the full value of the interest 
bequeathed although much greater in 
value than that to which she was en- 
titled under the antenuptial agreement 
is considered as having passed from de- 
cedent to his surviving spouse and the 
marital deduction will be allowed. Any 
claim against the estate by reason of the 
antenuptial agreement will not be al- 
lowable as a marital deduction. Rev Rul. 
54-446. 


Buy-sell agreement found not binding; 
stock valued at market. The decedent's 
estate included the corpus of a revocable 
trust he created. The Court finds that 
the decedent’s agreement to sell stock 
therein at $200 a share was not bind- 
ing as required notice was not given 
to the trustee and moreover, would not 
in any event be binding during the 
decedent’s life. The Court ignored the 
$200 price and valued the shares at 
$550. Estate of Harry W. Hammond, 
TCM 1954-162. 


Proceeds of sale of furs by executors 
capital gains. [Acquiescence.] The 
executors of a deceased retail fur dealer 
liquidated the existing stock by an auc- 
tion and bulk sale. They had previously 
sold the store. The Court held the pro- 
ceeds resulted in capital gains since the 
furs remaining after the sale of the store 
were not stock in trade but capital as- 
sets which executors had a legal duty 
to liquidate. Estate of Jacques Ferber, 
22 TC No. 35. IRB 1954-37, 6. 


Bad debt deduction for advances to 
corporation allowed estate of stock- 
holder. Taxpayer had advanced money 
and merchandise to a Cuban corpora- 
tion in which he was a stockholder and 
creditor. At the time of his death the 
stock was worth less than the advances 
and an executory contract to merge his 
creditor and stock interests was in ex- 
istence. The Tax Court held taxpayer’s 
estate could take a bad debt deduc- 
tion for the difference between the 
money and merchandise advanced and 
the amount received by the estate for 
the sale of the stock and creditor's 
rights. The executory contract was not 
carried out so was held not controlling. 
Estate of W. D. Barlett, 22 TC No. 151. 


Legal expenditures to avoid will con- 
test held capital expenditures. The ex- 
ecutors of an estate settled a claim to 
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NEw VALUATION PROBLEMS 


Date assets are delivered in liquida- 
tion of stock is optional valuation 
date for estate tax purposes. Where 
the executor elects to use the op- 
tional valuation date, the date upon 
which the assets of a corporation 
are delivered in liquidation of stock 
is considered as the optional valua- 
tion date for Federal estate tax pur- 
poses. Rev. Rul, 1954-444, 


Return reflecting date-of-death values 
be amended within fifteen 
months to reflect value one year 
after death if no estoppel. An estate 
filed to reflect date of 
death values may be amended to 
reflect values as of one year after 
death, if it is amended within fif- 
teen months after date of death or 
within duly granted extension pe- 
riod and there is no estoppel against 
the representative by reason of 
discharge from _ personal liability 
through request for prompt determi- 
nation of the tax. Rev. Rul. 54-445. 


may 


tax return 


Valuation of stock on ex-dividend 
date. Dividends declared on stock 
prior to the date of death, payable 
to holders of records on a date after 
death, are not includible in the tax- 
able estate. However, when the 
stock is valued by reference to Stock 
Exchange trades, and the stock is 
selling ex-dividend as of the date 
of death, the amount of the dividend 
should be added to the quoted price 
to get the fair value of the stock. 
The dividend should not be included 
in the estate as a separate item. 
Rev. Rul. 54-399. 











avoid a will contest, and deducted the 
legal expenses as ordinary and neces- 
sary expenses in protection and main- 
tenance of income-producing property. 
The Circuit Court affirming the Tax 
Court, held the expenses were capital 
expenses and nondeductible. E. W. 
Brown, Jr., CA-5, 9/22/54. 


Inheritance tax deduction denied on 
section 126 property qualifying for 
marital deduction. An accrued salary of 
$8,100 was paid to employee’s estate 
after his death. The estate included it 


November, 1954 


in the estate’s gross income under Sec- 
tion 126(a)(1)(A). and claimed a de- 
duction for $2,430 inheritance tax paid. 
The Commissioner contended no estate 
tax was attributable to the $8,100 as it 
was used in computing the marital de- 
duction. The Tax Court held that if 
the Commissioner’s contention was true 
no deduction was allowable. However, 
the total assets were $72,949 and the 
marital deduction $33,438 which did 
not necessarily include the $8,100. The 
Court stated it would reopen the case 
for additional evidence if parties did 
not agree on a computation. Estate of 
Thomas A. Desmond, TCM 54-159. 


Charitable deduction allowed to estate 
despite large creditors’ claims. Peti- 
tioner here, as transferee, would be 
liable for the additional income tax as- 
serted against the estate of John Ring- 
ling North. The decendent had left his 
entire estate, after a small annuity in- 
terest, for a museum. The Commissioner 
contended that the decedent’s liabili- 
ties were so large that there was no 
reasonable certainty in the years in- 
volved that the charity would get any- 
thing and therefore no charitable de- 
duction for income tax should be al- 
lowed. Actually, following compromise 
settlements, the museum received 
amounts in excess of the annual income. 
The Court held there was no justifica- 
tion for deferring income set aside for 
charity because there was some doubt 
whether it would be paid over because 
of creditors’ objections. Rockland Oil 
Company, 22 TC No. 163. 


Remainder is a future interest. The 
donor had a remainder interest in prop- 
erty, subject to a life estate in his 
mother. The donor transferred the re- 
mainder interest absolutely to his son. 
The Service holds that this is a gift 
of a future interest and no annual ex- 
clusion is allowable. Rev. Rul. 54-401. 


Investment trust for charitable founda- 
tion is charitable. Taxpayer transferred 
securities to an irrevocable trust to 
manage the investments and pay the 
income to a Foundation for social work. 
The Court held first that the gift was 
in substance to the Foundation and its 
deductibility turns on whether the 
Foundation is exempt under Section 
101(6). Reviewing its activities, the 
Court finds that its legislative commit- 
tee was only a minor function and at 
that was concerned with state aid for 


social work, not with partisan politics. 
Deduction allowed. Martha Hubbard 
Davis, 22 TC No. 131. 


Return required if spouse consents to 
split gift of future interest. This ruling, 
originally issued July 1954, held that 
a spouse who made no gifts is not re- 
quired to file a gift tax return because 
he consented to gifts of less than $6,000 
to each donee being made by the other 
spouse, being treated as made half by 
each spouse. 

The ruling is amended to provide 
that it does not apply to gifts of fu- 
ture interest. Rev. Rul. 54-252. 


Lacking evidence, gifts are held in 
contemplation of death. The Court said 
that no evidence was submitted on the 
motives for transfers of life insurance 
policies eleven years prior to decedent's 
death. It therefore upholds the Com- 
missioner’s determination that the trans- 
fers were made in contemplation of 
death. Estate of John O. Platt, TCM 
1954-143. 


No gift tax marital deduction when E 
and G bonds are payable to donor on 
donee’s death. When one spouse reg- 
isters bonds in the name of the other, 
the donee spouse, payable upon death 
to the donor, no marital deduction may 
be taken in computation. The donee’s 
interest is terminable. Rev. Rul. 54-410. 


Outright gift to minor is present inter- 
est. An outright gift to a minor, with 
or without the appointment of a guard- 
ian, is a gift of a present interest. 
Disabilities placed on minors by state 
law should not be considered in deter- 
mining whether the donee has present 
enjoyment. The annual exclusion al- 
lowed for gifts of a present interest, 
applies to such a gift. Rev. Rul. 54-400. 


Gift of endorsed stock certificate is 
complete on date of delivery. Where a 
stock certificate is endorsed and physi- 
cally delivered by donor to the donee 
there is a completed gift for Federal 
gift tax purposes on date of delivery. 
Special Ruling, 9/2/54. 


U.S. savings bonds in names of co- 
owners is joint tenancy and includible 
in gross estate. Decedent purchased 37 
U.S. savings bonds and had them reg- 
istered in co-ownership with various 
relatives. He then delivered them to 
the co-owners who had them in their 
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Income from employees’ trust may be 


taxed although plan is qualified 


| YOR THE FIRST TIME it is possible, un- 
der the new law, for trust income 
under qualified pension and profit shar- 
ing plans to be taxed in whole or in 
part. The Irving Trust Company of 
New York, in a brochure highlighting 
the 1954 Code, discusses three situa- 
tions in which this may occur although 
the plan itself is qualified under Section 
401. They are: 


1. Receipt of “unrelated business in- 
come’; 

2. Sale and long-term leaseback 
transactions; and 

3. Certain “prohibited” transactions. 


Unrelated business income 


Unrelated business income is taxed 
under Section 511(b) at the regular 
rates applicable to trusts and individ- 
uals. The tax is effective only for 
taxable years beginning after June 30, 
1954, 

“Unrelated business taxable income” 
is defined in Section 512 to mean actual 
operating income from the direct opera- 
tion of a trade or business. Operation 
through a wholly owned corporation 
does not invoke the tax, but, of course, 
the corporation is taxed. Unlike the 
similar provision relating to charitable 
and educational organizations, all busi- 
ness carried on by an exempt employees’ 
trust is classified as “unrelated.” In 
other words, there is no chance of an 
employees’ trust escaping this tax on 
the ground that its business activity was 
“related” to its primary purpose. 


Sale and long-term leaseback 
transaction 


Section 514 extends to employees’ 
trusts the provisions of Section 423 of 
the 1939 Code, which was enacted to 
halt the practice whereby charitable 


ties and immediately leased them back 
to the sellers. 

Under Section 514 the purchase of 
property by an employees’ trust entirely 
with its own funds does not subject any 
part of the rental income to tax re- 
gardless of the term of the lease. If, 
however, the purchase is financed with 
borrowed funds (including the assump- 
tion of a mortgage), the rental income, 
depending on the length of the lease, 
may be taxed in the ratio that the bor- 
rowed funds bear to the adjusted cost 
of the property. Expenses and depre- 
ciation are allowable as deductions in 
the same ratio. These provisions apply 
only if the term of the lease is at least 
5 years. Under Section 514(b) (2), 
however, the term of a renewable lease 
must be treated, for this purpose, as in- 
cluding the renewal period or periods. 
Moreover, under Section 514(b) (2) 
(B) successive short term leases with- 
out renewal provisions, and even occu- 
pancy without written leases, if con- 
tinued beyond 5 years, are treated as 
“business leases” beginning with the 
6th year, so that rentals thereafter re- 
ceived are taxable. 


Prohibited transactions 


Section 503 extends to qualified em- 
ployees’ trusts the loss of tax exemption 
provision formerly applicable only to 
charitable, educational, etc., organiza- 
tions which engaged in “prohibited” 
transactions. Ordinarily the loss of ex- 
emption begins only with the year fol- 
lowing the year when the trust was 
notified of its violation. If, however, it 
is established that the trust deliberately 
engaged in the prohibited transaction 
for the purpose of diverting corpus or 
income for non-employee purposes, and 


organizations acquired business proper- if the transaction involved a substantial 
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part of the corpus or income, the loss 
of exemption is retroactive to the year 
of the transaction. And the exemption 
is lost until the Commissioner is “satis- 
fied” that the trust will not again inten- 
tionally engage in a prohibited transac- 
tion. 

Section 503(c) defines “prohibited 
transactions” as: 

1. A loan to the employer without 
both adequate security and reasonable 
interest; 

2. Payment of unreasonable compen- 
sation to the employer; 

3. Making services available to the 
employer “on a preferential basis”; 

4. Making any substantial purchase 
from the employer for more than ade- 
quate consideration; 

5. Making any substantial sale to the 
employer for less than adequate con- 
sideration; or 

6. Engaging in any other transaction 
which results in a substantial diversion 
of corpus or income to the employer. 

The bank’s brochure points out that 
in the past unsecured debentures of 
an employer have been regarded as 
suitable investments for qualified trusts. 
The new law, however, would seem to 
prohibit investment in such debentures. 
And while the new provisions are made 
inapplicable to loans existing on March 
1, 1954, if paid off by December 31, 
1955, there appears to be no “out” for 
debentures maturing after December 
31, 1955. Just why unsecured deben- 
tures should not be regarded as per- 
mitted trust investments, while pre- 
ferred or even common stock of the em- 
ployer continues to be permitted, is dif- 
ficult to comprehend. w 


Sickness exemption if 
hospitalized any one day 


SusscriBer C. M. Epwarps of Dundee, 
Illinois points to an error in the sum- 
mary of the new treatment of employee 
benefit plans in the September issue. We 
stated that when an employee is absent 
from work because of sickness, the ex- 
emption allowed for payments received 
in lieu of wages (up to $100 a week) 
does not apply to payments received 
for the first seven days of absence 
(where caused by illness rather than 
injury) unless the employee was hos- 
pitalized during one of those seven 
days. Mr. Edwards points out, correctly, 
that even a subsequent hospitalization 
for one day—if during the same period 
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of absence—will permit exemption of 
the payment for the first seven days. 
Thank you, Mr. Edwards. 


[This point is discussed further by 
Mr. Harrow on page 19 of this issue. 
Ed. ] 





Some notes on death benefits 


for the rank and file and top brass 


ewplate at DEATH BENEFITS, which 
4have become increasingly common, 
may be provided by several different 
methods, each carrying its own set of 
tax consequences, 


Life insurance 

Premiums paid by an employer on a 
policy insuring an employee are taxable 
income to the employee and a deduc- 
tible expense for the employer, if the 
employee or his designee is the benefi- 
GCM 8432, IX-2 CB 114. Of 
course the employer must establish that 
the payment was intended as compen- 
sation and that its amount, when added 
to other compensation paid, was reason- 
able. Group insurance generally re- 
ceives more favorable treatment; while 
the employer gets its deduction, the 
insured employee is not required to re- 
port any income. Regulations 118, 
Section 39.22(a)-3. This is so even 
when the employee has a right, upon 
termination of employment, to convert 
his interest in the group policy into an 
individual policy, upon paying up any 
premiums which may be due. Rev. 
Rul. 54-165, IRB 1954-20, 8. 

But when an employee is given non- 
forfeitable rights in a so-called “perma- 
nent” group policy, he is taxable on 
his share of the premium cost. And 
premiums paid by a qualified employ- 
ees’ pension plan—whether on individ- 
ual or group policies—are taxable in- 
come to the extent attributable to term 
insurance coverage. Rev. Rul. 54-52, 
IRB 1954-8, 11. Thus group insurance 
provisions should be made _ outside, 
rather than as a part of, a retirement 
plan. 

Life insurance coverage through a 
profit sharing plan presents even more 
serious problems. The trust may lose 
its qualified status unless the life in- 
surance protection is merely “inciden- 
tal.” This requirement has been ruled 
to mean that less than 50% of employee 
contributions are used to buy life in- 
surance and that the trustee must con- 


ciary. 


vert the entire value of the policy at 
or before retirement to provide an an- 
nuity. Special Ruling, 12/29/53; CCH 
Pension Plan Guide, 914,409. This 
ruling would appear applicable under 
present law. 

Upon death of an insured employee 
the proceeds, whether payable under 
an individual or group policy, are not 
subject to income tax. Under the 1954 
Code they are subject to estate tax only 
if the employee possessed incidents of 
ownership. Of course, the right to 
change a beneficiary is an incident of 
ownership; if the estate tax impact is 
likely to be severe, thought should be 
given to surrendering this right. While 
formerly it was ruled that in the case of 
a qualified plan employees had to be 
given an unrestricted right to choose 
their beneficiaries (Rev. Rul. 33, 1953- 
1 C.B. 267), the latest view is that re- 
tention of such right is not necessary if 
the beneficiaries designated in the plan 
are the natural objects of the employee’s 
bounty. (Rev. Rul. 54-398). 


Split dollar policy 

A comparatively new development in 
the use of insurance for executives is 
the so-called split dollar policy. The 
company takes out a policy on the life 
of an executive and pays only the part 
of the premium which is equal to the 
increase in cash value. The executive 
pays the balance. As the policy ages 
the cash value increases at an acceler- 
ated rate, so that the executive’s share 
of the premium declines. After 10 
years his payments cease entirely. On 
death of the insured the company gets 
the cash value and the insured’s bene- 
ficiary gets the balance of the death 
proceeds. Business Week for July 24, 
1954 gives the following example: 


“Suppose that an actual policy of- 
fered by the Mutual Life Insurance 
Co. of New York has been taken out 
by John Smith, an executive with a 
company that likes the split-dollar 
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system—an ordinary life policy for 
25,000. Since there is no cash value 
the first year, Smith pays the whole 
premium: $500. e second year, 
the policy acquires a cash value of 
$125 on the payment of the second- 
year premium; the company pays an 
amount corresponding to this ($125), 
leaving Smith only $375 to pay. In 
the fourth year, Smith’s share is down 
to $63, in the eighth it’s $4, and by 
the 10th he doesn’t pay anything. 
This is because the increase in cas 
value has become equal to the pre- 
mium and the company now pays 
everything. 

“At the end of 20 years, Smith has 
paid a total of $1,164 for an average 
coverage during these years of $21,- 
370. His coverage decreases as the 
cash value increases, because the ex- 
ecutive is entitled only to the differ- 
ence between the face and cash values. 

“Advantages—At the 20th year, the 
theoretical cash value is $7,450; and 
the coverage Smith now has is the 
balance, or $17,550. Actually, the 
cash value is a bit larger than $7,450, 
because this figure represents only 
what the company has paid in pre- 
miums. After the 10th year, the 
cash value increase becomes greater 
than the premium, because the inter- 
est in the reserve is growing. 

“In the case of Smith’s policy this 
difference amounts to $900 by the 
20th year; and this is turned over to 
him. Subtract this from the $1,164 
representing his total payments, and 
Smith’s net payments come to $264 
for a 20-year $25,000 policy. That’s 
a little more than $13 a year. And 
the company has not lost anything 
except interest on its money, as it gets 
back exactly what it puts in, in the 
form of the accumulated cash value.” 


It would seem that under such a plan 
the employee would not have to report 
any income by reason of the employer's 
premium payments and the employer 
would not be entitled to any deduction. 


Lump sum benefits: salary continuation 
plans 

Payments to the beneficiary of a de- 
ceased employee, though purely volun- 
tary, are deductible if reasonable in 
amount. Regs. 118, Section 39.23(a)- 
9. Without any express authority in 
the statute, the Tax Court has fixed 
approximately 24 months as the outer- 
most limit of a reasonable salary con- 
tinuation plan. I. Putnam & Co., Inc., 
15 TC 86. The recipient must report 
the payments as income, subject to the 
statutory exclusion for payments up to 
$5,000 per employee. IT 4027, 1950-2 
CB 9; IRC Section 101(b); Varnedoe 
v. Allen, 158 Fed. (2d) 467. 

Voluntary payments of this type are 
not subject to estate tax. Estate of 
Emil K. Stake, 11 TC 817. When, how- 
ever, the payment is made pursuant to 
an employment contract, it is probably 
subject to estate tax, unless perhaps a 
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beneficiary is irrevocably designated in 
the contract. Such designation might 
give rise to a gift tax liability when the 
beneficiary's right to the payment be- 
comes fixed. Any estate tax which is 
imposed on such a payment is deduct- 
ible in computing the beneficiary’s in- 
come tax. IRC Section 691(c). 


Survivorship annuity plans 

The clarification by the 1954 Code 
of the tax consequences of these plans 
will probably increase their popularity. 

The survivor under a joint and sur- 
vivor annuity contract taken out for an 
employee is taxable on the payments to 
the extent that the employee would 
have been taxable if he had remained 
alive and received them. IRC Section 
691. In other words, if the annuity 
formula had been applicable during the 
employee’s lifetime bécause he paid part 
of the cost of the annuity, the same 
portion of the receipts remains exclud- 
able from the income of the survivor. 
If, however, the survivorship rights 
were subjected to estate tax in the em- 
ploye’s estate, the beneficiary is entitled 
to a deduction for the estate tax paid 
on the portion of the payments which 
is includable in income. IRC Section 
691(d). 

The beneficiary may also be entitled 
to the statutory exclusion for the first 
$5,000 of employee death benefit. IRC 
Section 101(b). The exclusion is avail- 
able in all cases with respect to amounts 
to which the employee had no non-for- 
feitable rights. But if the amount is 
one to which the employee had a non- 
forfeitable right during his lifetime, the 
exclusion is denied unless the payment 
is made under a qualified plan. Even 
then it is allowed only when the amount 
due on the employee’s death is paid to 
the beneficiary within a single taxable 
year. Whether or not the plan is quali- 
fied, amounts received by a surviving 


Pension plan may name_ employees 
beneficiaries. Revenue Ruling 33, C.B. 
1953-1, 267 had held that a trust form- 
ing part of a bonus, pension or profit- 
sharing fund, must grant employee par- 
ticipants the right to designate their 
own beneficiaries. Upon review of the 
Code and Regulations, it is held that 
the plan will qualify if the plan names 
as the employee's beneficiary his estate, 
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annuitant are not excludable if the em- 
ployee dies after his annuity payments 
have begun. IRC Section 101(b) (2) 
(B). 

If a benefit is payable as an annuity 
to a survivor, the annuity is valued at 
the date of death and its value up to 
$5,000 becomes part of the cost cf the 
annuity in computing the annuity for- 
mula. IRC Section 101(b) (2) (D). 

For estate tax purposes a distinction 
is drawn between payments under 
qualified and non-qualified plans. If 
the plan is not qualified the value of 
the survivor's rights to future payments 
is includable in the employee’s estate. 
IRC Section 2039(b). If, however, 
the payments are under a qualified plan, 
they are subject to estate tax only to 
the extent attributable to the employee’s 
own contributions. IRC Section 2039 
(c). Of course, amounts includable in 
the gross estate on account of payments 
to a surviving spouse will qualify for 
the marital deduction, unless an inter- 
est may pass to another person at her 
death. IRC Section 2056(b). 


Cash Value of Annuity 


Contracts 


N. MaTHEw GOoOTTESMAN in a recent 
speech pointed out that the 1954 Code 
would probably lay to rest the ghost 
of constructive receipt for purposes of 
income tax of the cash value of annuity 
contracts under insured non-qualified 
trusts and under group annuity plans 
at the time of the commencement of 
payment of the annuity (Section 401 
(c)). If the beneficiary of a deceased 
employee patricipant in a non-qualified 
plan receives a lump sum payment as a 
death benefit, then the beneficiary’s 
basis, income-taxwise, is increased in 
the same way as is done for annuities; 
of course, the $5,000 exclusive provi- 
sions apply (Section 101(b) (2) ). 


his dependents or persons who are the 
natural objects of his bounty. Rev. Rul. 
54-398. 


Trustee of pension fund may select 
death beneficiary with participant's 
consent. [ Acquiescence.] A pension fund 
is entitled to exemption within Section 
165(a) although trustee may select 
death beneficiary with consent of par- 


ticipant. Meldrum and Fewsmith, Inc., 
20 TC 790, Acq. IRB 1954-41, 6. 


Employee's expenses not allowed along 
with standard deduction. Taxpayer in- 
curred expenses for dues, telephone, 
office supplies, etc., while working as 
producer-director, etc., for firms. In the 
absence of proof of exact nature of his 
position, the Court sustains the Com- 
missioner’s finding that he was an em- 
ployee and not permitted to deduct 
these items in arriving at adjusted gross 
income. Leon and Edna Chooluck, 
TCM 1954-150. 


Proposed rules on sick pay withholding 
may be followed. While the proposed 
regulations on sick pay withholding 
have not yet been formally adopted, 
employers may rely on certain of them; 
they need not withhold on exempt sick 
pay if their records show the amount 
separately and they have the facts to 
establish exemption; the W-2 should 
show such amounts separately; if a per- 
son other than the employer (i.e., an 
insurance company) makes the pay- 
ments, no W-2 is required if it makes 
only exempt payments. Rev. Rul. 54- 
440. 


Computation when one year has 107 
income from two later years. The 
Court noted that this is a problem never 
before raised. Taxpayer, a lawyer, ap- 
plied 107 in 1944 which allocated in- 
come over 1941 to 1944. Now at issue 
is his allocation of 1948 income under 
Sec. 107 to 1942 to 1948. Both agreed 
that the 1948 allocation should add in- 
come from 1948 to income for 1942 to 
1944, as determined when 1944 income 
was spread. However, the taxpayer 
claimed that the entire 1944 tax previ- 
ously paid should be allowed as a 
credit. The Court sustains the Com- 
missioner in not allowing the 1944 tax 
on income allocated to 1941. Benjamin 
Mahler, 22 TC No. 145. 


Employees reimbursed moving expense 
not income. The service reconsiders its 
position and now holds that payment by 
an employer of an employee's costs of 
moving from one permanent station to 
another are not compensatory. Amounts 
received as allowance or reimbursement 
for meals and lodging, while awaiting 
permanent quarters at the new place of 
employment, however, are includable 
in the employee’s income. Rev. Rul. 54- 
429. 
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